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Foreword 

THOUGH  the  use  of  authoritative  ap- 
praisal service  in  meeting  certain 
requirements  of  the  income  tax  has 
long  been  recognized  by  many  students  of 
taxation,  there  has  never  been  a definite 
explanation  and  index  to  the  passages  of 
the  law,  the  regulations,  rulings,  and  recom- 
mendations by  which  the  Government  has 
sought  to  define  and  control  the  application 
of  appraisals  to  taxation. 

It  is  therefore  the  purpose  of  this  booklet 
to  summarize  the  development  of  the  fed- 
eral laws  as  they  affect  appraisals,  and  to 
explain  and  cite  excerpts  from  official  liter- 
ature governing  appraisals.  It  is  hoped 
that  this  will  provide  the  taxpayer,  the 
accountant,  or  the  attorney  with  readily 
usable  facts  as  presented  by  the  Govern- 
ment itself,  with  only  such  interpolated 
explanation  as  may  be  necessary  to  supple- 
ment the  quotations  in  indicating  the  possi- 
bilities which  properly  prepared  appraisals 
present  to  the  taxpayer  in  securing  an 
equitable  adjustment  of  tax  difficulties. 

The  American  Appraisal  Co. 
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CHAPTER  I 


Development  of  Retrospective  Appraisals 

THE  passage  of  the  1909  corporation  tax  law  was 
the  forerunner,  and  the  constitutional  amendment 
on  income  taxation  was  the  opening  wedge  of  a 
new  theory  and  practice  in  the  appraisal  field. 

The  first  influence  was  the  incentive  which  it  gave 
the  taxpayer  to  establish  correct  property  values  and 
annual  rates  of  depreciation  for  the  purpose  of  com- 
puting the  depreciation  exemptions  from  taxable  income. 
There  had  not  been  such  a change  in  market  values  at 
that  time  as  to  force  the  consideration  of  the  difference 
between  investment  based  upon  original  cost  and  invest- 
ment based  upon  the  cost  of  reproduction. 

With  the  increase  in  the  rate  of  taxation,  the  empha- 
sis upon  the  depreciation  exemption  was  increased  and 
the  taxpayer  gave  more  thought  to  his  plant  accounts. 
More  consideration  was  also  given  to  the  increasing 
divergence  between  original  costs  and  reproduction  costs. 

As  a result,  a minority  report  of  the  Committee  on 
Federal  Taxation  of  the  National  Tax  Association,  pre- 
sented at  San  Francisco  in  1915,  recommended  that  “the 
basis  from  which  profit  or  loss  is  reckoned  should  be 
the  fair  value  of  the  property  at  the  time  the  law  went 
into  effect  and  not  the  original  cost.”  This  idea  later 
was  incorporated  into  the  Act  of  September  8,  1916,  and 
Regulations  33,  revised.  The  same  Regulations  had 
the  provision  that  depreciation  was  to  be  computed  on 
the  value  of  property  as  of  March  1,  1913. 
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The  benefits  resulting  to  owners  and  operators  of 
natural  resources  through  the  use  of  March  1 values  in 
place  of  actual  costs  of  property  acquired  prior  to  March 
1,  1913,  were  of  greater  advantage  than  they  were  to 
the  owners  of  property  subject  only  to  depreciation 
charges.  Natural  resources  are  generally  purchased  at 
nominal  costs  and  the  values  are  created  through  explo- 
ration and  development,  so  that  the  March  1,  1913, 
values  quite  generally  exceed  the  actual  cost,  including 
the  cost  of  exploration  and  development  of  the  property. 

The  enactment  of  the  1917  Revenue  Law  introduced 
a new  and  most  controversial  problem  in  connection  with 
the  statutory  Invested  Capital.  The  exemption  from 
taxable  income  on  the  basis  of  capital  invested  in  the 
business  was  economically  sound  and  made  legitimate  a 
desirable  exemption  to  the  taxpayer  requiring  an  invest- 
ment in  proportion  to  the  return  in  profit. 

The  practical  application  of  this,  however,  revealed 
the  alarming  extent  to  which  the  books  of  account  did 
not  correctly  reflect  the  investment  in  the  business.  The 
law  was  apparently  framed  with  the  idea  that  the  books 
of  account  did  reflect  the  invested  capital  or  could  readily 
be  reconstructed  on  a basis  that  would  do  so. 

Many  taxpayers  in  the  past  had  not  kept  complete 
property  records  due  to  conservative  practice  in  under- 
stating their  capital  accounts  and  the  fact  that  the  owners 
were  in  direct  personal  control  and  had  first-hand  infor- 
mation as  to  the  statement  of  the  property  and  the  busi- 
ness, which  in  their  minds  made  it  unnecessary  to 
preserve  an  accurate  and  detailed  accounting  of  their 
property  investment. 

The  law,  however,  only  specifically  recognizes  that 
“A  corporation’s  books  of  account  will  be  presumed  to 
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show  the  facts,”  and  the  burden  of  proof  for  the  correc- 
tion required  rests  upon  the  taxpayer.  Little  direct 
emphasis  was  made  upon  the  fact  that  the  property 
owned  and  in  existence  during  the  several  taxable  years 
was  the  prime  evidence  of  the  actual  invested  capital  in 
the  properties  for  such  concerns. 

The  demands  of  the  government  on  account  of  the 
World  War  and  the  enactment  of  the  prohibition  amend- 
ment injected  other  elements.  Many  taxpayers  suffered 
a loss  on  account  of  the  additional  capital  required  to 
develop  and  expand  their  properties  for  war  production 
and  which  had  a diminished  value  for  use  in  connection 
with  the  normal  post-war  requirements.  A loss  resulted 
to  the  producers  of  alcoholic  beverages  on  account  of 
prohibition  through  the  diminished  utility  of  their  prop- 
erty. Some  sold  their  properties,  and  therefore  realized 
their  loss,  while  others  converted  them  to  other  uses  or 
maintained  them  for  the  manufacture  of  non-intoxicat- 
ing drinks,  or  let  them  remain  entirely  inactive. 

We,  therefore,  had  a varied  class  of  conditions  in 
which  the  investment  in,  the  value  at  date  of  acquisition, 
or  as  of  March  1,  1913,  and  the  present  condition  and 
remaining  serviceable  life  and  value  of  properties 
became  important  factors,  in  case  the  property  ac- 
counts furnished  only  incomplete  and  inadequate  evi- 
dence. In  order  to  determine  the  correct  facts,  it  was 
necessary  to  check  the  accounts  against  the  properties 
themselves. 


What  Was  an  Appraisal? 

What  was  this  service  that  worked  from  the  proper- 
ties themselves?  There  had  been  a popular  opinion  that 
an  appraisal  was  synonymous  with  the  determination  of 
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current  values.  This  definition  of  an  appraisal  was  too 
narrow  a construction  to  meet  the  tax  requirements  and 
a more  correct  definition  in  accordance  with  the  actual 
use  of  appraisals  was  that  an  appraisal  is  a service  which 
works  from  the  properties  themselves  in  the  determina- 
tion of  any  fact  in  reference  to  their  investment,  value, 
utility,  or  usefulness. 

For  the  purpose  of  the  provable  evidence  required 
by  the  Treasury  Department,  it  was  also  necessary  to 
distinguish  between  “opinion  values”  and  “appraised 
values.”  By  opinion  values  is  meant  those  values  based 
upon  the  personal  opinion  of  an  individual  and  arrived 
at  in  accordance  with  his  experience  and  best  judgment. 
Such  a valuation  has  a legitimate  use  and  may  be  of 
greatest  accuracy.  It  must,  however,  be  accepted  on 
the  authority  of,  and  confidence  in,  the  individual  and 
is  not,  generally  speaking,  capable  of  proof.  By 
appraised  values  we  refer  to  a valuation  arrived  at 
under  the  personal  supervision  of  thoroughly  qualified 
executives,  whose  skilled  judgment  is  the  result  of  many 
years’  experience  in  valuation  work,  who  have  the  assist- 
ance of  trained  appraisers  using  organized  cost  analysis 
records,  statistical  data,  and  guided  by  checks  of  defi- 
nite, predetermined,  and  tested  standards  of  valuation. 
It  is  an  executive  organization  using  established  methods 
and  records  which  insure  the  testing  of  appraised  valua- 
tions against  well-established  standards  and  guarantee 
their  uniformity  and  provability.  The  test  of  an 
appraisal  organization  is  the  extent  to  which  it  has 
reduced  valuation  work  to  an  exact  science. 
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Appraisals  Applied  to  Income  Tax 
Requirements 

The  appraisal  organization  during  this  period  had 
been  developing  and  adjusting  its  practice  to  conform 
with  the  Regulations  of  the  Treasury  Department  and 
decisions  of  the  Internal  Revenue  Division  and  the 
courts.  However,  as  the  importance  of  the  appraisal 
service  and  the  vital  character  of  the  adjustments 
between  the  taxpayer  and  the  government  became  evi- 
dent the  Department  grew  critical  and  skeptical  in  refer- 
ence to  the  use  of  appraisals.  This  was  largely  the 
result  of  the  unsatisfactory  appraisal  work  submitted  to 
the  Department  and  the  incorrect  use  of  appraisals.  The 
Department,  therefore,  endeavored  to  protect  itself 
against  the  use  of  appraisals  by  a too  literal  interpreta- 
tion of  the  law  and  regulations  in  reference  to  books  of 
account.  The  Department  went  further  than  this  in 
theoretical  adjustments  of  the  accounts  without  regard 
to  actual  facts  as  evidenced  by  the  properties  themselves. 

In  this  the  Department  was  wrong,  in  that  the  law 
went  no  farther  than  to  state  that  the  books  of  account 
should  be  considered  as  representing  the  facts  and  that 
the  burden  of  proof  for  any  adjustments  in  the  accounts 
rested  upon  the  taxpayer.  Many  of  the  adjustments 
and  corrections  in  the  accounts  required  or  permitted  by 
the  law  could  only  be  made  upon  the  evidence  gained 
from  the  properties  themselves.  The  revenue  laws 
require  or  permit  the  taxpayer  to  adjust  his  property 
accounts  in  the  following  respects : 

1.  To  determine  the  investment  in  the  property  existing 
during  each  of  the  taxable  years. 

2.  To  determine  the  cost  of  the  property  as  of  the  date 
of  acquisition. 
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3.  To  determine  the  value  of  the  property  as  of  the  date 
of  reorganization. 

4.  To  restore  to  investment,  property  having  a useful 
life  extending  beyond  the  year  in  which  the  expendi- 
ture was  made  which  had  been  charged  to  current 
expense. 

5.  To  correct  the  investment  for  property  discarded  and 
improperly  recorded  on  the  books  of  account. 

6.  To  compute  depreciation  on  the  basis  of  the  fair 
market  value  of  property  in  existence  on  March  1, 
1913,  in  distinction  from  computation  on  the  basis  of 
original  investment. 

7.  To  have  depreciation  charges  take  into  consideration 
the  renewals  and  betterments  tending  to  offset  depre- 
ciation. 

8.  To  establish  or  adjust  depreciation  charges  to  conform 
with  the  remaining  expectancy  of  life  of  the  property 
units. 

9.  To  compute  depletion  and  depreciation  on  the  basis 
of  March  1,  1913,  values  for  deposits,  construction, 
and  equipment  used  exclusively  in  connection  with 
depletion  operations  subject  to  the  remaining  life  of 
the  deposit  and  the  salvage  value  of  the  construction 
and  equipment  upon  the  exhaustion  of  the  deposit. 

10.  To  compute  profit  or  loss  on  the  sale  of  property  on 
the  basis  of  values  as  of  March  1,  1913,  for  property 
existing  at  that  time,  plus  actual  costs  for  subsequent 
additions  properly  depreciated  to  the  date  of  the  sale. 

11.  To  establish  the  amortization  allowance  in  accordance 
with  the  value  of  the  property  in  use. 

12.  To  determine  the  remaining  value  of  properties 
designed,  constructed,  and  equipped  for  the  manufac- 
ture of  alcoholic  beverages  in  accordance  with  condi- 
tions existing  under  the  provisions  of  prohibition 
legislation. 
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This  involves  an  historical  investigation  of  the 
accounts  and  properties  and  the  physical  and  business 
conditions  affecting  their  present  utility  and  remaining 
serviceable  life. 

With  the  practical  application  of  the  tax  laws 
through  actual  business  problems  and  transactions,  many 
unexpected  problems  of  valuation  arose,  involving  valu- 
ation for  purposes  of  depreciation  and  for  the  purpose 
of  determining  profit  and  loss  on  sale  of  patent  rights, 
leases,  contracts,  good  will,  and  various  forms  of  intan- 
gible values.  Every  factor  that  entered  into  the  deter- 
mination of  value  or  influenced  men’s  minds  in  connec- 
tion with  the  asking  or  the  purchase  price  in  the  sale  or 
transfer  of  property,  entered  into  the  value  for  taxation 
purposes. 

In  connection  with  prior  appraisal  work  these  values 
had  to  be  considered  but  this  had  usually  been  in  connec- 
tion with  current  markets;  now  these  values  were  to  be 
determined  as  of  a prior  date,  March  1,  1913,  date  of 
reorganization,  or  date  of  original  acquisition. 

Following  a practice  in  the  Internal  Revenue 
Department  which  had  been  negative  or  non-committal, 
and  decisions  by  the  Committee  on  Appeals  and  Review 
that  had  been  to  a certain  extent  contradictory  and  to  a 
minimum  extent  recognized  only  the  practical  side  of 
the  situation,  the  Committee  on  Appeals  and  Review 
early  in  1921  eased  the  situation  to  a certain  extent 
through  Memorandum  106.  All  this  was  supplemented 
later  by  a statement  in  July  and  a further  order  by  the 
Commissioner  in  November,  known  respectively  as  C.  B. 
5-1748  and  O.  D.  1104:  C.  B.  5-1926.  A more  com- 
plete recognition  of  the  situation,  however,  was  made 
in  the  Committee  on  Appeals  and  Review  Recommenda- 
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tion  747  which  covers  the  general  growth  and  applica- 
tion of  retrospective  appraisals,  and  in  Treasury  Deci- 
sion 3367  which  recognizes  and  defines  retrospective 
appraisals  more  particularly  in  relation  to  their  applica- 
tion to  the  determination  of  paid-in  surplus  as  provided 
for  under  Article  836  of  Regulations  62.  (See  pages 
53-63  for  the  text  of  these  decisions.)  Other  deci- 
sions bearing  direct  reference  to  the  use  of  retrospective 
appraisals  under  other  articles  of  the  Regulations,  may 
be  expected. 

The  American  Appraisal  Company 

During  this  period  The  American  Appraisal  Com- 
pany had  been  a pioneer  and  a constructive  agency  in 
the  application  of  appraisal  service  to  meet  these  new 
requirements,  and  in  bringing  the  attention  of  the  Treas- 
ury Department  and  taxpayer  to  the  correct  use  and 
application  of  appraisal  service. 

These  problems  had  come  up  in  its  practice  during 
the  earlier  years  in  which  the  income  tax  laws  were  in 
effect  and  with  the  more  radical  changes  and  provisions 
in  the  1917  law,  they  had  prepared  a number  of  articles 
on  appraisals  in  relation  to  income  tax  requirements 
which  appeared  in  the  American  Appraisal  News  and 
were  later  printed  in  pamphlets  widely  distributed  to 
clients,  associations,  and  business  prospects. 

Little,  if  any,  controversy  in  reference  to  the  prin- 
ciple developed  at  first.  One  of  the  earlier  and  more 
important  causes  leading  to  the  misunderstanding  and 
divergence  in  points  of  view  was  the  result  of  action 
taken  by  the  Tanners  Council,  of  the  National  Associa- 
tion of  Tanners,  which  on  December  12,  1917,  issued 
“Circular  Number  6”  to  all  of  the  members,  advising 
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them  to  have  appraisals  made  in  accordance  with  the 
standard  practice  of  appraisal  companies  for  the  deter- 
mination of  current  sound  values,  to  have  these  entered 
upon  their  books  and  to  report  these  findings  as  invested 
capital  in  their  income  tax  returns.  This  statement  was 
so  widely  distributed  and  so  contrary  to  the  intent  of  the 
revenue  act  that  the  Treasury  Department  issued  a state- 
ment, that  “appraisals  made  in  accordance  with  current 
values  were  not  acceptable  as  a basis  for  determining 
invested  capital.”  This  was  an  entirely  correct  state- 
ment, but  was  quite  generally  misquoted  and  misinter- 
preted to  the  effect  that  appraisals  were  not  acceptable 
as  a basis  for  determining  invested  capital. 

It  was  events  of  this  kind  and  repeated  misuse  of 
appraisals  resulting  in  a divergence  of  opinion  and  a 
negative  attitude  in  the  Treasury  Department  which 
culminated  in  the  controversial  and  uncertain  condition 
existing  in  1921.  In  the  meantime  The  American 
Appraisal  Company  had  been  perfecting  its  records  and 
adapting  its  practice  to  meet  the  requirements  of  the 
revenue  acts,  regulations  and  decisions  as  it  interpreted 
them.  In  connection  with  its  appraisal  practice  it  came 
in  contact  with  the  leaders  of  industries,  accountants, 
tax  advisors,  lawyers  and  officials  in  the  Revenue  Depart- 
ment and  by  example  and  precept  illustrated  the  correct 
technic  and  application  of  appraisal  service  to  these  new 
requirements. 

In  the  spring  of  1921  at  the  Regional  Convention 
of  the  American  Institute  of  Accountants,  Mr.  Lyle  H. 
Olson,  Vice-President  of  The  American  Appraisal  Com- 
pany, gave  a talk  on  appraisals  in  relation  to  income  tax 
requirements  which  was  published  in  the  July  issue  of 
the  Journal  of  Accountancy  and  was  discussed  quite 
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widely  by  income  tax  authorities  without  and  the  officials 
within  the  Internal  Revenue  Department. 

As  a corollary  to  The  American  Appraisal  Com- 
pany’s development  of  the  procedure  necessary  for  the 
preparation  of  appraisals  to  meet  with  its  interpretation 
of  the  law  and  regulations,  it  at  the  same  time  created, 
educated,  and  adapted  its  organization,  and  accumulated 
records  to  meet  the  new  problems. 

This  organization  has  been  an  important  factor  in 
bringing  the  taxpayers,  the  income  tax  specialists,  and 
the  officials  of  the  Internal  Revenue  Department  to 
recognize  the  proper  scope  of  appraisal  service  and  the 
application  of  it  to  their  needs,  and  in  calling  attention 
to  the  reconstruction  work  that  will  be  necessary  to  bring 
property  records  in  line  with  the  requirements  of  the 
revenue  laws,  regulations  and  decisions. 

Evils  may  have  resulted  from  the  application  of  this 
new  principle  of  taxation  in  such  an  abnormal  period  as 
was  created  by  the  war  with  the  resultant  fluctuations  in 
property  values,  abnormal  economic  conditions,  and  dis- 
locations in  property  utility.  But  it  has  been  and  will 
continue  to  be  a constructive  force  in  business  that  will 
cause  property  records  to  be  established  and  maintained 
to  reflect  the  investment  correctly  and  will  force  the 
valuation  and  depreciation  of  properties  to  be  in  accord- 
ance with  the  actual  facts.  It  will  promote  better  and 
sounder  business  conduct,  accounting,  and  financing. 

The  business  of  the  future  should  benefit  by  the 
painful  adjustments  which  are  taking  place  today.  The 
promoter,  the  banker,  and  the  investor  may  place  a 
greater  reliance  upon  statements  of  property  investment, 
values,  and  utility  when  they  are  reported  by  retrospec- 
tive and  current  value  appraisals. 
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Determination  of  Gain  or  Loss 

Purpose  of  Appraisal:  To  determine  the  March  1, 
1913,  value  of  property  remaining  from  that  date,  the 
cost  of  all  capital  items  acquired  since,  and  the  accrued 
depreciation,  as  a means  of  establishing  the  amount  of 
gain  or  loss  resulting  from  the  sale  or  exchange  of 
properties. 

Law 

Section  202,  Revenue  Act  of  1921. 

(a)  That  the  basis  for  ascertaining  the  gain  derived 
or  loss  sustained  from  a sale  or  other  disposition  of 
property,  real,  personal,  or  mixed,  acquired  after  Feb- 
ruary 28,  1913,  shall  be  the  cost  of  such  property; 
except  that  * * * (The  following  tabulation  is 

a paraphrase  of  the  law.  See  Sec.  202  for  specific 
details.) 

1.  On  inventoried  property,  the  basis  shall  be  the  last 
inventoried  value. 

2.  On  property  acquired  by  gift  after  December  31,  1920, 
the  basis  shall  be  the  same  as  that  which  it  would  have 
been  in  the  hands  of  the  donor.  Or,  if  acquired  by 
gift  prior  to  December  31,  1920,  the  basis  shall  be  the 
fair  market  value  at  the  date  of  acquisition. 

3.  On  property  acquired  by  bequest,  devise,  or  inheritance, 
the  basis  shall  be  the  fair  market  value  at  the  date  of 
acquisition. 
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(b)  The  basis  for  ascertaining  the  gain  derived  or 
loss  sustained  from  the  sale  or  other  disposition  of  prop- 
erty, real,  personal,  or  mixed,  acquired  before  March 
1,  1913,  shall  be  the  same  as  that  provided  by  subdi- 
vision (a)  ; but — 

1.  If  its  fair  market  price  or  value  as  of  March  1,  1913, 
is  in  excess  of  such  basis,  the  gain  to  be  included  in  the 
gross  income  shall  be  the  excess  of  the  amount  realized 
therefor  over  such  fair  market  price  or  value; 

2.  If  its  fair  market  price  or  value  as  of  March  1,  1913, 
is  lower  than  such  basis,  the  deductible  loss  is  the  excess 
of  the  fair  market  price  or  value  as  of  March  1,  1913, 
over  the  amount  realized  therefor;  and 

3.  If  the  amount  realized  therefor  is  more  than  such  basis 
but  not  more  than  its  fair  market  price  or  value  as  of 
March  1,  1913,  or  less  than  such  basis  but  not  less  than 
such  fair  market  price  or  value,  no  gain  shall  be  in- 
cluded in  and  no  loss  deducted  from  the  gross  income. 

(c)  These  subdivisions  deal  with  the  determination  of 

(d)  gain  or  loss  on  the  exchange  of  property.  The 

(e)  application  of  an  appraisal  is  so  occasional  that  it 

is  not  thought  practical  to  quote  them  here.  See 

Section  202  of  the  Revenue  Act  of  ig2i. 

Regulations 

Article  1561,  Regulations  62. — Basis  for  determin- 
ing gain  or  loss  from  sale . 

For  the  purpose  of  ascertaining  the  gain  or  loss  from 
the  sale  or  exchange  of  property,  the  basis  is  the  cost  of 
such  property,  or  in  the  case  of  property  which  should 
be  included  in  the  inventory,  its  latest  inventory  value. 
But  in  the  case  of  property  acquired  before  March  1, 
1913,  when  its  fair  market  value  as  of  that  date  is  in 
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excess  of  its  cost,  the  gain  to  be  included  in  gross  income 
is  the  excess  of  the  amount  realized  therefor  over  such 
fair  market  value.  * * * What  the  fair  market 

value  of  property  was  on  March  1,  1913,  is  a question 
of  fact  to  be  established  by  any  evidence  which  will  rea- 
sonably and  adequately  make  it  appear.1 

Rulings 

O.D.  955.  Bulletin:  26-21-1699. 

What  the  fair  market  value  of  the  property  was  at 
that  time  [February  28,  1913]  is  a question  of  fact  to 
be  established  by  any  appropriate  evidence  which  is 
available.  Among  other  things  there  may  be  submitted 
as  evidence  of  such  value  the  sales  price  of  like  property 
in  sales  occurring  in  the  same  locality  at  that  time  and 
an  appraisal  made  by  a disinterested  person  familiar 
with  real-estate  values  in  the  locality  and  with  conditions 
affecting  such  values  at  that  time. 

A.  R.  R.  272.  Bulletin:  40-20-1223. 

The  second  question  is  as  to  the  method  of  deter- 
mining the  value  on  March  1,  1913,  of  this  equipment. 
It  is  manifest  that  the  taxpayers  and  the  Bureau  must 


1 “Where  plant  property  is  ac- 
quired and  later  sold  for  a higher 
price,  the  gain  on  the  sale  is  in- 
come. If,  however,  the  property 
was  acquired  before  March  1, 
1913,  only  such  portion  of  the 
gain  as  accrued  subsequent  to 
February  28,  1913,  is  taxable  by 
the  Federal  Income  Tax.  For 
this  purpose,  therefore,  the  ap- 
praisal should  be  on  the  basis  of 
March  1,  1913,  prices  for  property 
remaining  from  that  date,  and  at 
actual  costs  for  later  additions, 


and  reduced  by  the  amount  of 
any  charges  for  depreciation,  de- 
pletion and  other  losses.  As  all 
plant  properties  are  subject  to 
sale  in  whole  or  in  part  at  any 
time  it  is  a wise  precaution  to 
have  values  as  of  March  1,  1913, 
established  now  so  that  one  may 
be  prepared  to  estimate  the  tax- 
able profits  on  a proposed  sale  at 
the  time  the  sale  is  under  con- 
sideration.” (Appraised  Values , 
a booklet  published  by  The  Amer- 
ican Appraisal  Company  in  1919.) 
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constantly  engage  in  the  valuation  of  properties  owned 
on  March  1,  1913,  for  the  purpose  of  determining 
profit  or  loss  on  the  sale  thereof,  and  it  is  the  consistent 
rule  to  fix  such  values,  even  though  no  appraisals  were 
made  on  or  about  March  1,  1913,  by  the  best  evidence 
which  can  be  arrived  at,  and  upon  “any  evidence  which 
will  reasonably  and  adequately  make  it  appear.”  The 
method  used  by  the  appraisal  company  was  to  ascertain 
from  data  in  their  possession,  the  reproduction  cost  on 
March  1,  1913,  of  equipment  under  consideration  and 
to  accept  that,  less  depreciation  from  original  acquisi- 
tion, as  the  true  value  of  that  date.  This  appears  to  the 
Committee  to  be  a fair  and  reasonable  method  of  de- 
termining value  of  equipment  and  to  establish  such  value 
as  nearly  as  it  is  possible  now  to  do.  In  the  absence  of 
any  evidence,  therefore,  showing  that  the  values  so 
established  were  not  fair  values  as  of  that  date,  the  Com- 
mittee recommends  their  acceptance.2 


2 “The  reconstruction  of  the 
pattern  account  properly  required 
a more  painstaking  investigation 
than  the  building  and  equipment 
accounts.  You  have  the  ques- 
tions of  depreciation,  obsolescence 
inactivity,  one  pattern  succeeding 
another  pattern,  models  may  have 
been  changed,  cost  records  are  in- 
complete as  to  the  cost  of  each 
individual  pattern  or  the  indi- 
vidual group  of  patterns.  It  is, 
therefore,  desirable  to  make  an 
analysis  of  the  entire  pattern  de- 
partment expense  or  the  drawing 


room  expense,  by  years,  and  to 
judge  what  portion  of  that  might 
be  reasonably  expected  to  be  capi- 
talized. Then  tie  that  with  the 
cost  of  the  patterns  made  during 
the  respective  years,  priced  in  ac- 
cordance with  the  normal  prices 
for  each  year,  as  proven  by  an 
appraisal  of  the  actual  active  pat- 
terns, balancing  them  together  in 
order  to  complete  your  proof.” 
(Lyle  H.  Olson,  Vice-President  of 
The  American  Appraisal  Com- 
pany in  The  Journal  of  Account- 
ancy for  July,  1921.) 


CHAPTER  III 


Depreciation  of  Physical  Properties 

Purpose  of  Appraisal:  To  determine  the  value  of 
depreciable  assets  as  the  March  1,  1913,  value  of  all 
property  then  in  existence,  subsequent  deductions,  costs 
of  subsequent  additions,  and  the  proper  rate  of  depre- 
ciation to  be  applied. 

Law 

Section  214  (a)  8,  Revenue  Act  of  1921. 

That  in  computing  net  income  there  shall  be  allowed 
as  deductions: 

A reasonable  allowance  for  the  exhaustion,  wear 
and  tear  of  property  used  in  the  trade  or  business, 
including  a reasonable  allowance  for  obsolescence.  In 
the  case  of  such  property  acquired  before  March  1, 
1913,  this  deduction  shall  be  computed  upon  the  basis 
of  its  fair  market  price  or  value  as  of  March  1,  1913.* 1 


1 “The  preparation  of  a report 
on  values  now,  but  as  of  March 

1,  1913,  comprises  the  listing,  de- 
scribing, and  classifying  of  prop- 
erty in  much  the  same  manner  as 
for  invested  capital  purposes,  but 
that  part  proven  to  have  been  in 
existence  prior  to  or  at  March  1, 
1913,  may  be  valued  in  accord- 
ance with  market  conditions  at 
that  date.  In  such  cases  as  this, 


where  value  exceeds  costs,  depre- 
ciation computed  on  it  will,  of 
course,  be  higher  than  if  based  on 
costs,  and  the  authenticity  of  the 
records  and  the  reputation  of  the 
organization  supporting  such  a 
value  must  be  subject  to  such  test 
as  the  department  ,may  require.” 
(H.  B.  Hall  of  The  American 
Appraisal  Company  in  Brick  and 
Clay  Record  for  Dec.  27,  1921.) 
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Regulations 

Article  1561,  Regulations  62.  Basis  for  Determin- 
ing Gain  or  Loss  from  Sale: 

What  the  fair  market  value  of  property  was  on 
March  1,  1913,  is  a question  of  fact  to  be  established 
by  any  evidence  which  will  reasonably  and  adequately 
make  it  appear. 

Rulings 

T.  B.  R.  57.  Bulletin  19-19-494. 

Frequently  excellent  evidence  as  to  the  “fair  market 
value”  of  property,  especially  that  which,  though  not 
ordinarily  traded  in,  has  a value  in  use,  is  found  in  its 
cost,  or  in  the  cost  of  reproducing  it,  with  adjustments 
for  depreciation  and  the  like.  (It  should  be  noted, 
however,  that  while  cost  is  frequently  excellent  evidence 
of  “fair  market  value,”  “fair  market  value”  may  be 
either  greater  or  less  than  cost  and  must,  wherever  made 
the  statutory  test,  be  taken  regardless  of  its  relation 
to  cost.) 

Bulletin  “F”  (page  4)  Bureau  of  Internal 
Revenue. 

The  rate  [of  depreciation]  applicable  and  the  ad- 
justment of  any  case  must  depend  upon  the  actual  condi- 
tions existing  in  that  particular  case.2 


2 Depreciation  is  a very  real 
thing,  a fact  and  not  a theory.  It 
represents  the  actual  decrease  in 
value  of  property  resulting  from 
age,  wear  and  tear,  or  other 
causes  due  to  conditions  of  use, 
hours  of  operation,  exposure,  con- 
ditions of  maintenance,  care  of  at- 


tendants, lack  of  utility,  obsoles- 
cence, and  many  other  causes  and 
it  is  possible  to  measure  it  with  a 
very  fair  degree  of  accuracy  and 
in  a scientific  manner.”  ( Getting 
the  Facts,  booklet  published  by 
The  American  Appraisal  Com- 
pany in  1920.) 
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Bulletin  “F”  (page  20)  Bureau  of  Internal 
Revenue. 

Allowances  for  depreciation  may  under  no  circum- 
stances be  based  on  a fictitious  cost  price  or  value  of 
property,  or  on  its  replacement  value.  If  property  was 
acquired  prior  to  March  1,  1913,  and  its  fair  market 
value  as  of  that  date  forms  the  basis  for  computing  the 
allowance  for  depreciation  and  obsolescence,  such  value 
must  be  substantiated  by  evidence  satisfactory  to  the 
Commissioner.  No  appraised  value  as  of  any  date  other 
than  March  1,  1913,  may  be  used  as  the  basis  for  com- 
puting the  allowance.3 


3 A brief  example  may  here 
serve  to  illustrate  the  advantage 
of  having  an  accurate  and  prov- 
able determination  of  property 
values  as  of  March  1,  1913:  “A 
erects  an  office  building  in  1908 
at  a cost  of  $540,000,  its  estimated 
useful  life  being  50  years.  The 
annual  charge  for  depreciation 
would  be  $10,800.  The  fair  mar- 
ket value  of  the  building  March 
1,  1913,  substantiated  by  proper 


evidence  is  $540,000.  This  amount 
may  be  spread  ratably  over  the 
remaining  useful  life  of  the  prop- 
erty, 45  years,  and  $12,000  charged 
off  each  year  until  the  full  amount 
of  $540,000  has  been  charged  off 
irrespective  of  the  fact  that  over 
$50,000  will  have  been  charged 
off  prior  to  1913.”  (Page  19  Bul- 
letin “F”  of  the  Internal  Revenue 
Department.) 


CHAPTER  IV 


Depletion  of  Natural  Resources 

Purpose  of  Appraisal:  To  determine  the  value  or 
cost,  as  may  be  required,  of  the  resources  to  be  depleted, 
the  rate  of  depletion,  and  the  amount  deductible  as 
depletion  for  each  taxable  year. 

Law 

Section  214  (a)  10,  Revenue  Act  of  1921 : 

That  in  computing  net  income  there  shall  be  allowed 
as  deductions: 

In  the  case  of  mines,  oil  and  gas  wells,  other 
natural  deposits,  and  timber,  a reasonable  allowance 
for  depletion  and  for  depreciation  of  improvements, 
according  to  the  peculiar  conditions  in  each  case,  based 
upon  cost  including  cost  of  development  not  otherwise 
deducted:  Provided,  That  in  the  case  of  such  properties 
acquired  prior  to  March  1,  1913,  the  fair  market  value 
of  the  property  (or  the  taxpayer’s  interest  therein)  on 
that  date  shall  be  taken  in  lieu  of  cost  up  to  that  date : 
Provided  further,  That  in  the  case  of  mines,  oil  and  gas 
wells,  discovered  by  the  taxpayer,  on  or  after  March  1, 
1913,  and  not  acquired  as  the  result  of  purchase  of  a 
proven  tract  or  lease,  where  the  fair  market  value  of 
the  property  is  materially  disproportionate  to  the  cost, 
the  depletion  allowance  shall  be  based  upon  the  fair 
market  value  of  the  property  at  the  date  of  the  discovery, 
or  within  thirty  days  thereafter. 
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Regulations 

Article  210,  Regulations  62.  Computation  of  De- 
duction for  Depletion  of  Mineral  Deposits: 

(b)  When  the  value  of  the  property  at  the  basic  date 
has  been  determined,  depletion  sustained  for  the  taxable 
year  shall  be  computed  by  dividing  the  value  remaining 
for  depletion  by  the  number  of  units  of  mineral  to  which 
this  value  is  applicable,  and  by  multiplying  the  unit  value 
for  depletion,  so  determined,  by  the  number  of  units 
sold  or  produced  within  the  taxable  year. 


Article  206(A),  Regulations  62.  Determination  of 
Fair  Market  Value  of  Oil  and  Gas  Properties : 

(a)  Where  the  fair  market  value  of  the  property  at 
a specified  date  in  lieu  of  the  cost  thereof  is  the  basis  for 
depletion  and  depreciation  deductions,  such  value  must 
be  determined,  subject  to  approval  or  revision  by  the 
Commissioner,  by  the  owner  of  the  property  in  the 
light  of  the  conditions  and  circumstances  known  at  that 
date,  regardless  of  later  discoveries  or  developments  in 
the  property  or  subsequent  improvements  in  methods  of 
extraction  and  treatment  of  the  oil  and  gas  product. 
The  value  sought  should  be  that  established,  assuming  a 
transfer  between  a willing  seller  and  a willing  buyer  as 
of  that  particular  date.  The  Commissioner  will  lend 
due  weight  and  consideration  to  any  and  all  factors  and 
evidence  having  a bearing  on  the  market  value,  such  as 
Cost, 

Actual  sales  and  transfers  of  similar  properties,* 1 


1 “The  difficulty  is  that  most 
profitable  mining  properties  have 
not  changed  hands  since  March 

1,  1913.  In  a considerable  num- 
ber of  oil  properties,  valuation 


must  be  made  after  that  date, 
where  there  has  been  no  change 
of  ownership,  but  a ‘discovery’ 
value  was  claimed.  Actual  sales 
are  often  not  a criterion.  The 
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Market  value  of  stock  or  shares, 

Royalties  and  rentals, 

Value  fixed  by  the  owner  for  purpose  of  the  capital  stock 
tax,* 2 

Valuation  for  local  or  State  taxation,  partnership  ac- 
countings, 

Records  of  litigation  in  which  the  value  of  the  property 
was  in  question, 

The  amount  at  which  the  property  may  have  been  inven- 
toried in  probate  court,  and,  in  the  absence  of  better 
evidence, 

Disinterested  appraisals  by  approved  methods.3 

Where  the  fair  market  value  must  be  ascertained 
as  of  a certain  date,  analytic  appraisal  methods,  such  as 
the  present  value  method,  will  not  be  used  if  the  fair 
market  value  can  reasonably  be  determined  by  any  other 
method. 

(b)  To  determine  the  fair  market  value  of  an  oil 
and/or  gas  property  by  the  present  value  method,  the 


author  knows  of  a mine  which 
was  sold  recently  at  a price  very 
much  above  what  similar  proper- 
ties in  the  same  district  had  sold 
for.  The  purchaser,  however, 
basing  his  action  on  a different 
operating  policy  than  was  used  in 
the  district,  and  on  more  intensive 
exploration  work,  believed  the 
property  worth  considerably  more 
than  the  price  at  which  similar 
properties  had  changed  hands, 
and  backed  up  his  belief  by  pur- 
chase.” (Montgomery’s  Income 
Tax  Procedure,  19 22,  page  1176.) 

2 “The  connection  of  the  capital 

stock  tax  law  with  fair  values  of 
minerals  on  March  1,  1913,  is  re- 
mote, to  say  the  least,  in  view  of 
the  fact  that  the  first  report  under 
the  capital  stock  tax  law  was  not 


due  until  1917.”  Ibid,  page  1176.) 

3 “It  is  a matter  of  common 
knowledge  that  in  the  case  of 
mines  and  oil  and  gas  wells,  and 
to  some  extent  as  to  timber,  many 
of  the  ordinary  evidences  of 
value  are  not  good  criteria,  as 
properties  are  not  similar,  and 
the  value  of  one  does  not  indicate 
the  value  of  its  neighbor.  Of  two 
adjacent  mines  one  may  be  worth 
millions  and  the  other  be  a lia- 
bility; of  two  adjacent  wells,  one 
may  be  a gusher  and  the  other 
dry;  one  timber  lot  may  be  first- 
growth  pine,  and  the  adjoining 
one  second  - growth  hardwood.” 
(R.  V.  Norris,  The  Taxation  of 
Income  from  Wasting  Assets.) 

“The  appraisal  method  should 
include  investigation  of  every  fac- 
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essential  factors  must  be  determined  for  each  deposit 
included  in  the  property.  The  factors  are : 

1.  The  total  quantity  of  oil  and  gas  in  terms  of  the  prin- 
cipal or  customary  unit  (or  units)  paid  for  in  the 
product  marketed, 

2.  The  average  quality  or  grade  of  the  oil  and  gas  reserves, 

3.  The  expected  percentage  of  extraction  or  recovery  in 
each  process  or  operation  necessary  for  the  preparation 
of  the  oil  and  gas  for  market, 

4.  The  probable  operating  life  of  the  deposit  in  years, 

5.  The  unit  operating  cost,  i.e.,  cost  of  production  exclu- 
sive of  depreciation  and  depletion,  and 

6.  The  rate  of  interest  commensurate  with  the  risk  for 
the  particular  deposit.  When  the  deposit  has  been  suf- 
ficiently developed  these  factors  may  be  determined 
from  past  operating  experience.  In  the  application  of 
factors  derived  from  past  experience  full  allowance 
should  be  made  for  probable  future  variations  in  the 
rate  of  exhaustion,  quality  or  grade  of  the  oil  and  gas, 
percentage  of  recovery,  costs  of  production,  interest 
rate,  and  selling  price  of  the  product  marketed  during 
the  expected  operating  life  of  the  oil  and  gas  deposit. 


tor  bearing  on  ‘fair  market  value,’ 
including  actual  sales,  holding 
prices,  utility,  etc.,  and  any  such 
information  as  is  available  should 
be  in  harmony  with  or  reconciled 
to  any  value  established  by  ‘ana- 
lytic appraisal  methods.’  ” (Stand- 
ard Instructions  of  The  American 
Appraisal  Company.) 

“American  Appraisals  establish 
values  through  a careful  analysis 
and  consideration  of  every  factor 
influencing  values;  value  of  im- 
provements; age  of  production; 
past  production  records;  state  of 


development  of  lease;  location  of 
property  in  respect  to  other  pro- 
ducing properties;  thickness  and 
nature  of  oil  producing  sands; 
probability  of  deeper  sands  not 
yet  explored ; depth  to  which  ad- 
ditional wells  would  be  drilled; 
the  probable  cost  of  lifting  oil ; 
salvage  value  of  equipment  on 
developed  leases;  existing  market 
conditions  in  the  oil  industry.” 
(Appraisals  for  the  Oil  Industry , 
booklet  published  by  The  Amer- 
ican Appraisal  Company  in  1921.) 


CHAPTER  V 


Loss  of  Useful  Value 

Purpose  of  Appraisal:  To  determine  the  March  1, 
1913,  value  of  all  property  remaining  from  that  date, 
the  cost  of  subsequent  additions,  and  the  remaining  value 
left  to  such  assets  abandoned  through  the  enforcement 
of  prohibition  legislation,  or  other  unforeseen  cause; 
or  to  determine  the  gradual  reduction  in  the  value  of 
such  assets  due  to  the  normal  progress  of  industry. 

Law 

Section  214  (a)4,  Revenue  Act  of  1921: 

That  in  computing  net  income  there  shall  be  al- 
lowed, as  deductions : 

Losses  sustained  during  the  taxable  year  and  not 
compensated  for  by  insurance  or  otherwise,  if  incurred 
in  trade  or  business. 

Regulations 

Article  143,  Regulations  62.  Loss  of  Useful  Value: 
When,  through  some  change  in  business  conditions, 
the  usefulness  in  the  business  of  some  or  all  of  the 
capital  assets  is  suddenly  terminated,  so  that  the  tax- 
payer discontinues  the  business  or  discards  such  assets 
permanently  from  use  in  such  business,  he  may  claim  as 
a loss  for  the  year  in  which  he  takes  such  action  the  dif- 
ference between  the  cost,  or,  if  acquired  prior  to  March 
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1,  1913,  fair  market  price  or  value  as  of  that  date  of 
any  assets  so  discarded  (less  any  depreciation  sustained 
and  allowable  as  a deduction  in  computing  net  income) 
and  its  salvage  value  remaining.  This  exception  to  the 
rule  requiring  a sale  or  other  disposition  of  property  in 
order  to  establish  a loss  requires  proof  of  some  unfore- 
seen cause  by  reason  of  which  the  property  has  been  pre- 
maturely discarded,  as,  for  example,  where  an  increase 
in  the  cost  of  or  other  change  in  the  manufacture  of  any 
product  makes  it  necessary  to  abandon  such  manufac- 
ture, to  which  special  machinery  is  exclusively  devoted, 
or  where  new  legislation  directly  or  indirectly  makes  the 
continued  profitable  use  of  the  property  impossible.1 


Rulings 

O.  D.  125.  Bulletin:  3-19-190. 

Property  consisting  of  a plant,  including  equipment 
for  the  manufacture  of  beer  bottles,  which  because  of 
restrictions  and  regulations  by  the  United  States  Gov- 
ernment on  the  brewery  industry  can  not  be  sold  and  in 
consequence  the  factory  had  to  be  closed,  has,  to  the 
extent  the  property  or  plant  was  constructed  for  the 
manufacture  of  beer  bottles  and  is  not  suited  or  adapted 
for  any  other  purpose  without  reconstruction,  become 
obsolete.  The  corporation  to  that  extent  is  entitled  to 
a deduction  for  obsolescence. 


1 “Where  property  has  lost  its 
usefulness  through  change  in 
business  conditions,  such  property 
should  be  inventoried,  full  inves- 
tigation made  of  the  conditions 
resulting  in  such  loss,  the  present 
and  prospective  usefulness  of  such 
property  in  connection  with  the 
trade  or  business,  or  its  sale  or 
salvage  value,  and  the  resulting 
loss  determined  as  the  difference 
between : 


1.  The  fair  market  value  as  of 
March  1,  1913,  for  property 
acquired  prior  to  that  date 
plus  the  costs  of  subsequent 
additions,  less  deduction  for 
ordinary  depreciation;  and 

2.  The  useful  value  of  such 
property  under  the  conditions 
stated.”  (Standard  Instruc- 
tions of  The  American  Ap- 
praisal Co.) 
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O.  D.  1001  Bulletin:  34-21-1780 

In  order  that  a taxpayer  may  be  allowed  a deduc- 
tion for  obsolescence  for  any  given  period,  it  is  essential 
that  the  use  of  the  property  should  have  been  abandoned 
during  such  period  or  that  it  become  certain  that  the 
property  must  be  abandoned  at  a definite  future  date. 
Therefore,  where  the  use  of  property  is  continued  in  a 
related  enterprise  under  the  same  ownership,  there  is  no 
abandonment,  nor  is  it  possible  to  say  at  the  time  of 
conversion  that  the  property  must  be  abandoned. 

O.  D.  381  Bulletin:  4-20-704 

The  figure  representing  obsolescence  should  be,  ap- 
proximately, the  difference  between  the  fair  market 
value  of  the  building  as  of  March  1,  1913,  or  its  cost  if 
acquired  after  that  date,  less  depreciation,  and  the 
estimated  salvage  value. 

T.  B.  R.  44  Bulletin:  15-19-445 

Distillers  and  dealers  in  liquors  are  entitled  to  make 
a deduction  (based  upon  actual  cost  or  fair  market  value 
as  at  March  1,  1913)  from  gross  income,  on  account 
of  depreciation  or  obsolescence  of  their  intangibles,  such 
as  good  will,  trade-marks,  trade-brands,  etc.,  such  de- 
ductions being  limited  to  assignable  assets,  the  value  of 
which  has  been  destroyed  by  prohibition  legislation.2 


2 “Good  will  is  a live  problem. 
Many  firms  have  their  good  will 
reconstructed  in  accordance  with 
March  1,  1913,  values.  Some 

times  it  may  be  purely  an  account- 
ing proposition;  at  other  times,  it 
involves  an  appraisal  problem  re- 
lating to  the  character  of  the  busi- 
ness, its  mechanical  operations, 


its  markets,  its  future;  and  re- 
quires investigations  to  supple- 
ment the  service  which  the  ac- 
countant would  render.,,  (Lyle 
H.  Olson,  Vice-President  of  The 
American  Appraisal  Company  in 
The  Journal  of  Accountancy  for 
July,  1921.) 


CHAPTER  VI 


Amortization  of  War  Properties 

Purpose  of  Appraisal:  To  determine  the  actual 

cost,  the  depreciation  and  losses  on,  and  the  normal 
post-war  value  of  all  properties  acquired  during  the  war 
with  Germany  for  the  production  of  articles  contribut- 
ing to  the  prosecution  of  that  war,  which  through  the 
cessation  of  the  war  demand  were  over-adequate,  and 
from  this  the  amount  to  be  amortized. 

Law 

Section  214  (a)9,  Revenue  Act  of  1921 : 

That  in  computing  net  income  there  shall  be  allowed 
as  deductions: 

In  the  case  of  buildings,  machinery,  equipment,  or 
other  facilities,  constructed,  erected,  installed,  or  ac- 
quired, on  or  after  April  6,  1917,  for  the  production  of 
articles  contributing  to  the  prosecution  of  the  war 
against  the  German  Government,  and  in  the  case  of  ves- 
sels constructed  or  acquired  on  or  after  such  date  for 
the  transportation  of  articles  or  men  contributing  to  the 
prosecution  of  such  war,  there  shall  be  allowed,  for  any 
taxable  year  ending  before  March  3,  1924  (if  claim 
therefor  was  made  at  the  time  of  filing  return  for  the 
taxable  year  1918,  1919,  1920,  or  1921)  a reasonable 
deduction  for  the  amortization  of  such  part  of  the  cost 
of  such  facilities  or  vessels  as  has  been  borne  by  the  tax- 
payer, but  not  again  including  any  amount  otherwise 
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allowed  under  this  title  or  previous  Act  of  Congress  as 
a deduction  in  computing  net  income.  At  any  time 
before  March  3,  1924,  the  Commissioner  may,  and  at 
the  request  of  the  taxpayer  shall,  re-examine  the  return, 
and  if  he  then  finds  as  a result  of  an  appraisal  or  from 
other  evidence  that  the  deduction  originally  allowed 
was  incorrect,  the  income,  war-profits,  and  excess-profits 
taxes  for  the  year  or  years  affected  shall  be  redeter- 
mined; and  the  amount  of  tax  due  upon  such  redetermin- 
ation, if  any,  shall  be  paid  upon  notice  and  demand  by 
the  collector,  or  the  amount  of  tax  overpaid,  if  any, 
shall  be  credited  or  refunded  to  the  taxpayer  in  accord- 
ance with  the  provisions  of  Section  25 2. 1 

Regulations 

Article  184,  Regulations  62.  Computation  of 

Amortization  Allowance : 

The  total  amount  of  the  amortization  allowance  is 
the  difference  between  the  original  cost  of  the  property 
if  constructed,  erected,  installed,  or  acquired  on  or  after 


1 “The  third  purpose  — that  of 
amortization  — involves  the  seg- 
regation of  property  added  for 
war  purposes  subsequent  to  April 
6,  1917.  This  we  should  receive 
from  the  accountant  with  the  ac- 
tual cost,  segregated  in  such  a 
manner  that  it  may  be  checked 
against  the  property  acquired. 

“The  amount  of  amortization  is 
determined  for  two  classes  of 
properties:  That  which  has  been 
or  is  to  be  abandoned,  and  that 
which  will  remain  in  the  service 
of  the  company. 

“For  that  which  has  been  aban- 
doned, it  is,  of  course,  a mat- 


ter for  the  accountant  to  deter- 
mine the  difference  between  the 
investment  and  the  selling  price 
(if  it  has  been  sold)  or  possibly 
for  the  appraiser,  if  the  salvage 
value  is  to  be  determined.  How- 
ever, the  second  division,  which 
concerns  itself  with  the  useful 
value  of  property  retained  to  the 
industry,  involves  a consideration 
of  a number  of  facts  in  reference 
to  the  normal  post-war  conditions 
of  that  particular  business.”  (Lyle 
H.  Olson,  Vice-President  of  The 
American  Appraisal  Company, 
in  The  Journal  of  Accountancy, 
July,  1921.) 
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April  6,  1917;  or  if  acquired  partly  before  and  partly 
after  April  6,  1917,  then  that  part  of  the  cost  incurred 
on  or  after  April  6,  1917,  and  properly  entered  on  the 
books  of  the  taxpayer  on  or  after  that  date,  less  any 
amounts  deducted  for  depreciation,  losses,  etc.,  prior  to 
January  1,  1918,  and  the  value  of  the  property  on  either 
of  the  bases  indicated  below: 

1.  In  the  case  of  property  which  has  been  sold  or  perma- 
nently discarded,  or  which  will  be  sold  or  permanently 
discarded  before  March  3,  1924,  the  value  shall  be  the 
actual  sale  price  or  estimated  fair  market  value  as  of 
the  date  when  the  property  was  or  will  be  permanently 
discarded  plus  a reasonable  allowance  for  depreciation 
in  case  the  property  is  used  in  the  taxpayer’s  business 
after  the  close  of  the  amortization  period.  Such  fair 
market  value  shall  be  established  by  investigation  of 
engineers  of  the  Bureau  of  Internal  Revenue,  if  such 
investigation  is  deemed  advisable. 

2.  In  the  case  of  property  not  included  in  ( 1 ) above,  the 
value  shall  be  the  estimated  value  to  the  taxpayer  in 
terms  of  its  actual  use  or  employment  in  his  going  busi- 
ness, such  value  to  be  not  less  than  the  sale  or  salvage 
value  of  the  property  and  not  greater  than  the  esti- 
mated cost  of  replacement  under  normal  post-war  con- 
ditions less  depreciation  and  depletion2.  Upon  the  basis 
of  the  costs  prevailing  at  the  latest  prewar  date  at 
which  a reasonably  normal  market  existed,  the  Com- 
missioner shall  in  respect  of  basic  material  and  labor 
costs  determine  and  publish  ratios  of  estimated  post- 
war costs  of  replacement,  and  a taxpayer  shall  use  such 
ratios  in  computing  a claim  for  a tentative  allowance 
for  amortization.  Such  tentative  allowance  may  be 
redetermined  on  or  before  March  3,  1924,  at  the 
request  of  the  taxpayer  or  by  the  Commissioner. 


2 “The  value  in  use  is  to  be  the  minimum  being  the  sale  or 
tested  by  a maximum  and  a mini-  salvage  value.  Even  though  the 

mum  value  — the  maximum  be-  property  can  be  used  to  its  fullest 

ing  the  post-war  conditions  and  capacity  for  post-war  operations, 
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Special  record  of  all  property  falling  in  ( 1 ) above, 
must  be  preserved  by  the  taxpayer,  and  the  Commis- 
sioner must  be  notified  with  the  next  tax  return  (a)  if, 
after  having  been  in  good  faith  permanently  discarded 
or  dismantled,  property  shall  in  any  case  be  restored  to 
use  because  of  conditions  not  foreseen  or  anticipated  at 
the  time  it  was  discarded;  or  (b)  of  the  selling  price, 
if  sold. 


still  the  taxpayer  is  entitled  to 
any  excess  cost  that  there  may 
have  been  in  these  facilities  be- 
tween the  actual  cost  to  him  dur- 
ing  the  war  period  of  high  costs 
and  the  stable  post-war  values  as 
determined. 

“The  determination  of  the 
worth  of  property  to  a going  con- 
cern is  an  engineering,  account- 
ing, and  appraisal  problem  which 
involves  the  consideration  of  such 
factors  as  the  cost  of  reproduc- 
tion, all  facts  in  connection  with 


the  operations,  the  past  history  of 
the  concern,  the  post-war  opera- 
tions and  efforts  to  use  the  prop- 
erty, the  present  use  to  which  it 
is  being  put,  its  modernness, 
adaptability  for  present  use,  and 
the  degree  of  utilization,  involv- 
ing the  question  of  whether  the 
property  is  used  to  its  fullest  ex- 
tent or,  if  not,  whether  such  use 
is  contemplated  in  the  future.,, 
(Bulletin  537,  March  2,  1922,  of 
The  American  Appraisal  Com- 
pany.) 


CHAPTER  VII 


Invested  Capital 

Purpose  of  Appraisal:  To  properly  establish,  rec- 
tify, and  build  up  records  of  invested  capital,  where  for 
any  reason  the  books  of  account  may  not  constitute  a 
proper  statement  thereof. 

Law 

Section  326(a),  Revenue  Act  of  1921. 

That  as  used  in  this  title  the  term  “invested  capital” 
for  any  year  means  (except  as  provided  in  subdivisions 
(b)  and  (c)  of  this  section)  : 

1.  Actual  cash  bona  fide  paid  in  for  stock  or  shares. 

2.  Actual  cash  value  of  tangible  property,  other  than  cash, 

bona  fide  paid  in  for  stock  or  shares,  at  the  time  of  such 
payment 

3.  Paid-in  or  earned  surplus  and  undivided  profits;  not  in- 
cluding surplus  and  undivided  profits  earned  during 
the  year. 

4.  Intangible  property  bona  fide  paid  in  for  stock  or 

shares  prior  to  March  3,  1917 

5.  Intangible  property  bona  fide  paid  in  for  stock  or 

shares  on  or  after  March  3,  1917 

( For  specific  exceptions  and  details  see  Section  326 , 
Revenue  Act  of  IQ2I.) 
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Regulations 

Article  831,  Regulations  62.  Meaning  of  Invested 
Capital: 

Invested  capital  within  the  meaning  of  the  statute  is 
the  capital  actually  paid  in  to  the  corporation  by  the 
stockholders,  including  the  surplus  and  undivided  profits, 
and  is  not  based  upon  the  present  net  worth  of  the  assets, 
as  shown  by  an  appraisal  or  in  any  other  manner.  The 
basis  or  starting  point  in  the  computation  of  invested 
capital  is  found  in  the  amount  of  cash  and  other  prop- 
erty paid  in,  the  valuation  at  which  such  other  property 
may  be  included  being  determined  in  accordance  with 
the  statute  and  the  regulations.  The  computation  does 
not  stop,  however,  with  such  original  entries  or  amounts, 
but  also  takes  into  account  the  surplus  and  undivided 
profits  of  prior  years  left  in  the  business.  The  invested 
capital  of  a corporation  includes,  generally  speaking: 

(a)  The  cash  paid  in  for  stock, 

(b)  The  tangible  property  paid  in  for  stock, 

(c)  The  surplus  and  undivided  profits,  and 

(d)  The  intangible  property  paid  in  for  stock  (to  a 
limited  amount),  less,  however,  the  same  proportion 
of  such  aggregate  sum  as  the  amount  of  inadmissible 
assets  bears  to  the  amount  of  the  admissible  assets  and 
the  inadmissible  assets  held  during  the  taxable  year. 
Invested  capital  does  not  include  borrowed  capital. 
See  section  325  of  the  statute  and  articles  811-818  of 
Regulations.  The  fair  market  value  of  the  assets  as 
of  March  1,  1913,  has  no  bearing  on  invested  capital. 
See  section  202  and  article  1561. 

Article  836,  Regulations  62.  Tangible  Property 
Paid  In:  Value  in  Excess  of  Par  Value  of  Stock: 
See  page  $Q  for  Amended  Article. 
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Article  839,  Regulations  62.  Surplus  and  Undi- 
vided Profits:  Allowance  for  Depletion  and  Depre- 
ciation: 

Adjustments  in  respect  of  depreciation  or  depletion 
in  prior  years  will  be  made  or  permitted  only  upon  the 
basis  of  explicit  and  convincing  evidence  (and  calcula- 
tions based  upon  a theoretical  formula  are  not  such  evi- 
dence) that  as  at  the  beginning  of  the  taxable  year  the 
amount  of  depreciation  or  depletion  written  off  in  prior 
years  was  insufficient  or  excessive,  as  the  case  may  be, 
and  in  every  such  case  due  regard  must  be  given  to  ex- 
penditures made  by  the  taxpayer  to  maintain  the  effective 
usefulness  of  the  property. 


Rulings 

A.  R.  M.  106  Bulletin  18-21-1614 

It  is  the  judgment  of  the  Committee  that  there  is  no 
warrant  for  reducing  earned  surplus  because  of  alleged 
failure  to  charge  off  sufficient  depreciation  in  the  past, 
unless  the  depreciable  assets  of  the  corporation  are 
valued  on  its  books  at  the  beginning  of  the  taxable  year 
at  an  amount  in  excess  of  their  actual  value  at  that  time.1 
This  is  particularly  true  where  the  corporation  in  prior 
years  earned  positive  income  from  which  larger  deduc- 
tions for  depreciation  might  have  been  taken,  if  in  the 


1 “Specific  inquiry  has  been 
made  as  to  the  meaning  of  the 
words  ‘actual  value’  as  used  in 
Committee  on  Appeals  and  Re- 
view Memorandum  106.  For  the 
purposes  of  taxation,  depreciation 
is  based  upon  cost.  Accordingly, 
the  words  ‘actual  value’  mean 
‘sound  value,’  which  is  ‘original 
cost’  (or  value  as  of  March  1, 
1913,  if  applicable),  including  ad- 
ditions and  betterments  charged 


to  capital  account,  less  deprecia- 
tion sustained.”  (Internal  Reve- 
nue Bulletin  30-21-1748.) 

“This  use  of  the  words  ‘actual 
value’  and  ‘sound  value’  is  mis- 
leading from  the  appraisal  point 
of  view  and  must  be  interpreted 
as  meaning  ‘depreciated  cost’  as 
used  by  us.”  (Bulletin  No.  516 
of  The  American  Appraisal  Com- 
pany.) 
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opinion  of  the  officers  and  directors  of  the  corporation 
such  larger  charges  had  been  justified.  Nothing  herein 
is  to  be  construed  as  precluding  the  Income  Tax  Unit 
from  adjusting  depreciation,  either  by  way  of  increase 
or  decrease,  where  there  is  at  hand  affirmative  evidence 
that  as  at  the  beginning  of  a taxable  year  the  amount 
of  depreciation  written  off  in  prior  years  was  insufficient 
or  excessive. 

A.  R.  M.  106  Explained  30-21-1748 

Mere  failure  in  prior  years  to  have  written  off  on 
the  books  the  maximum  or  ordinary  rate  of  depreciation 
is  not  in  itself  “affirmative  evidence.”  There  is  no 
warrant  for  reducing  earned  surplus  because  of  alleged 
failure  to  charge  off  sufficient  depreciation  in  the  past, 
unless  the  depreciable  assets  of  the  corporation  are 
valued  on  its  books  at  the  beginning  of  the  taxable  year 
at  an  amount  in  excess  of  their  sound  value  at  that  time.2 


Regulations 


Article  840,  Regulations  62.  Surplus  and.  Undi- 
vided Profits:  Additions  to  Surplus  Account: 

A corporation’s  books  of  account  will  be  presumed 
to  show  the  facts.3  If  it  claims  that  its  capital  or  surplus 


2 “This  interpretation  of  A.  R. 
M.  106  recognizes  the  principle 
upon  which  we  base  our  reports 
on  property  costs:  that  the  ‘actual 
value’  — that  is  the  original  cost, 
or  the  value  at  March  1,  1913  — 
and  not  the  mere  book  figure  of 
the  property,  is  the  sum  which  is 
to  be  included  in  invested  capital. 

“Not  only  does  it  recognize  the 
principle,  but  an  appraisal  is  also 
recognized ; for  when  a taxpayer 
asserts  that  his  depreciation  is 
less  than  that  determined  by  the 


inspector,  he  may  verify  his  claim 
‘by  determining  the  value  of  the 
capital  assets  remaining,’  and  the 
Committee  on  Appeals  and  Re- 
view states  that  this  is  the  more 
accurate  method.”  ( The  Ameri- 
can Appraisal  News } July,  1921, 
page  176.) 

3 “There  are  many  reasons  why 
it  is  necessary  or  desirable  to  re- 
adjust the  plant  accounts  for  the 
purpose  of  determining  the  cor- 
rect invested  capital.  Plant  ac- 
counts carried  forward  through  a 
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account  is  understated  the  burden  of  proof  will  rest  upon 
it.  Additions  to  such  accounts  will  be  accepted  to  the 
following  extent  :4 

1.  Excessive  depreciation  heretofore  charged  off  on  prop- 
erty still  owned  and  in  use,  if  it  is  now  shown  by 
explicit  and  convincing  proof  to  have  been  excessive 
and  such  excess  is  substantial  in  amount,  whether  or 
not  disallowed  by  the  Commissioner  as  a deduction 
from  net  income,  may  be  restored  to  the  surplus  ac- 
count5. No  such  amount  shall  be  restored,  however, 
unless  it  is  shown  that  adequate  depreciation  has  been 
deducted  upon  all  other  property  of  the  corporation 
still  in  use,  nor  in  any  case  in  which  such  amount  has 
been  allowed  as  a deduction  for  amortization  under 
section  234(a)  (8)  of  the  statute,  or  in  which  the 
cost  of  the  property  has  been  recovered  through  being 
included  in  the  price  of  goods  or  services,  as  for  ex- 
ample, in  the  case  of  patterns,  dies,  plates,  special  tools, 
etc.,  or  under  a munition  contract  with  a foreign 
Government. 


period  of  time  fail  to  record  the 
true  investment  in  the  property, 
as  the  accounts  may  have  been 
written  down  through  excessive 
depreciation  not  credited  to  spe- 
cific reserves;  betterments  may 
have  been  charged  to  expense, 
and  vice  versa;  properties  may 
have  been  enlarged,  revamped, 
and  changed  in  such  manner  as 
to  lose  correct  record  of  the  re- 
maining investment;  earnings 
may  have  been  put  into  the  prop- 
erties without  proper  analysis  and 
charges;  and  the  original  records 
may  be  lost  or  inadequate.”  ( The 
American  Appraisal  Ne^ws,  Feb- 
ruary, 1919,  page  14.) 

4 “In  reconstructing  the  prop- 
erty accounts,  the  appraiser  works 
from  the  direct  evidence,  the 
property  itself,  and  uses  the  prop- 


erty records  for  supplementary 
information.  The  actual  existence 
of  the  property,  its  normal  cost 
at  date  of  acquisition,  and  its 
present  condition,  must  be  the 
basis  for  final  judgment.”  ( The 
American  Appraisal  News, 
March,  1919,  page  4.) 

5 “The  remaining  expectancy 
of  life  of  the  property  and  its 
condition,  as  determined  through 
examination  by  a competent  ap- 
praisal organization,  presents  the 
strongest  possible  evidence  as  to 
whether  or  not  excessive  depre- 
ciation has  been  charged  off,  and 
the  amounts  of  the  excesses  which 
should  properly  be  restored  to 
surplus.”  (H.  B.  Hall  of  The 
American  Appraisal  Company  in 
The  Clay  Worker,  for  February 
28th,  1922,  page  255.) 
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2.  Amounts  which  have  been  expended  before  January  1, 
1917,  for  the  acquisition  of  plant,  equipment,  tools, 
patterns,  furniture,  fixtures,  or  like  tangible  property, 
having  a useful  life  extending  substantially  beyond  the 
year  in  which  the  expenditure  was  made,  and  which 
have  been  charged  as  current  expense,  may  (less  proper 
deductions  for  depreciation  or  obsolescence)  be  added 
to  the  surplus  account  when  such  assets  are  still  owned 
and  in  active  use  by  the  corporation  during  the  tax- 
able year.  Special  tools,  patterns,  and  similar  assets 
shall  not  be  assigned  any  value  if  their  cost  has  been 
recovered  through  having  been  included  in  the  price  of 
goods.  If  their  cost  has  not  been  so  recovered  and 
they  are  held  for  only  occasional  use,  they  shall  not  be 
assigned  a value  in  excess  of  the  fair  value  based  upon 
the  earnings  actually  arising  from  their  current  use, 
and  in  no  case  shall  such  value  be  more  than  the  cost 
less  depreciation.  Assets  of  this  kind  not  in  current 
use  shall  not  be  valued  at  more  than  their  nominal  or 
scrap  value.6 

3.  Amounts  which  have  been  expended  in  the  past  for 
intangible  property  of  any  kind  can  be  restored  to 
capital  or  surplus  account  only  to  the  extent  that  the 
corporation  specifically  paid  such  amounts  for  the  in- 
tangible property  as  such.  For  provisions  relating  to 
patents  see  Article  843.  [Page  49.] 

4.  Adjustments  necessary  to  correct  other  errors  found 
in  the  books  of  account  may  be  made.7 

[But  see  Article  841,  page  48.] 


6 “Where,  however,  it  can  be 
shown  with  reasonable  assurance 
than  an  appraisal  value  does  not 
contain  a material  amount  of  ap- 
preciation, but  that  on  the  con- 
trary it  is  on  a basis  substantially 
of  cost  less  depreciation  actually 

accrued,  the  author  sees  no  ob- 
jection (nor  is  their  any  inhibi- 
tion against  it  in  the  excess  profit 
tax  laws)  to  using  such  an  ap- 


praisal as  the  basis  for  restoring 
in  effect  capital  expenditures 
which  were  absorbed  in  operating 
expenses  in  earlier  years.” 
(Montgomery’s  Income  Tax  Pro- 
cedure, 1922,  page  1589.) 

7 “The  best  check  on  the  ac- 
curacy of  the  book  records  of  in- 
vested capital  is  an  appraisal.  By 
means  of  an  appraisal  and  a rec- 
ord of  the  date  on  which  the  prop- 
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Article  844,  Regulations  62.  Surplus  and  Undi- 
vided Profits:  Reserve  for  Depreciation  or  Deple- 
tion: 

If  any  reserves  for  depreciation  or  for  depletion  are 
included  in  the  surplus  account  it  should  be  analyzed  so 
as  to  separate  such  reserves  and  leave  only  real  surplus. 
Reserves  for  depreciation  or  depletion  can  not  be  in- 
cluded in  the  computation  of  invested  capital,  except  to 
the  following  extent : 


1.  Excessive  depletion  or  depreciation  included  therein 
and  which  if  charged  off  could  be  restored  under  ar- 
ticle 840  may  be  included  in  the  computation  of  invested 
capital;  and 

2.  Where  depreciation  or  depletion  is  computed  on  the 
value  as  of  March  1,  1913,  or  as  of  any  subsequent 
date,  the  proportion  of  depreciation  or  depletion  repre- 
senting the  realization  of  appreciation  of  value  at 
March  1,  1913,  or  such  subsequent  date,  may  if  un- 
distributed and  used  or  employed  in  the  business  be 
treated  as  surplus  and  included  in  the  computation  of 
invested  capital. 

For  the  purpose  of  computing  invested  capital,  depre- 
ciation or  depletion  computed  on  the  value  as  of  March 
1,  1913,  or  as  of  any  subsequent  date  shall,  if  such 
value  exceeded  cost,  be  deemed  a pro  rata  realization 
of  cost  and  appreciation  and  be  apportioned  accord- 
ingly. Except  as  above  provided,  value  appreciation 
which  has  not  been  actually  realized  and  in  respect  of 


erty  was  acquired,  the  normal 
costs  as  of  the  date  of  acquisition 
and  the  correct  allowances  for  de- 
preciation to  date  can  be  deter- 
mined. 

“This  will  permit  a readjust- 


ment of  the  capital  account  as 
provided  by  the  provisions  of  the 
excess  profits  tax  law  and  regu- 
lations.^” (The  American  Ap- 
praisal Company,  Bulletin  458, 
January  1,  1918.) 
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amounts  accrued  since  March  1,  1913,  reported  as 
income  for  the  purpose  of  the  income  tax,  can  not  be 
included  in  the  computation  of  invested  capital,  and 
if  already  reflected  in  the  surplus  account  it  must  be 
deducted  therefrom.8 


8 “The  invested  capital,  how- 
ever, is  primarily  based  upon  the 
property  in  use  at  the  beginning 
of,  and  during  the  taxable  year, 
and  an  appraisal  made  for  the 
purpose  of  readjusting  the  plant 
accounts  for  determining  the  in- 
vested capital,  must  include  the 
inspection  and  listing  of  such 
property,  but  the  prices  must  be 


on  the  basis  of  actual  costs  of 
property  purchased  or  the  value 
at  date  of  acquisition  of  property 
paid  in,  with  deductions  for  de- 
preciation and  depletion  accrued 
at  the  beginning  of  and  during 
the  taxable  year.”  ( Appraised 
Values,  booklet  published  by  The 
American  Appraisal  Company, 
1919.) 


CHAPTER  VIII 


Reorganizations 

Purpose  of  Appraisal:  To  determine  the  invest- 

ment in  fixed  assets  for  concerns  which  have  undergone 
reorganization,  in  accordance  with  the  conditions  speci- 
fied by  law. 

Law 

Section  331,  Revenue  Act  of  1921: 

That  in  the  case  of  the  reorganization,  consolida- 
tion,  or  change  of  ownership  of  a trade  or  business,  or 
change  of  ownership  of  property,  after  March  3,  1917, 
if  an  interest  or  control  in  such  trade  or  business  or 
property  of  50  per  centum  or  more  remains  in  the  same 
persons,  or  any  of  them,  then  no  asset  transferred  or 
received  from  the  previous  owner  shall,  for  the  purpose 
of  determining  invested  capital,  be  allowed  a greater 
value  than  would  have  been  allowed  under  this  title  in 
computing  the  invested  capital  of  such  previous  owner 
if  such  asset  had  not  been  so  transferred  or  received:1 
Provided,  That  if  such  previous  owner  was  not  a cor- 
poration, then  the  value  of  any  asset  so  transferred  or 
received  shall  be  taken  at  its  cost  of  acquisition  (at  the 
date  when  acquired  by  such  previous  owner)  with 
proper  allowance  for  depreciation,  impairment,  better- 


1 The  use  of  a retrospective 
appraisal  in  determining  invested 
capital  in  this  case  is  controlled 
by  the  provisions  of  Section  326, 


Revenue  Act  of  1921,  and  the  at- 
tendant Regulations  and  Rulings 
cited  under  the  subject,  ‘‘Invested 
Capital,”  see  pages  35-42. 
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ment  or  development,  but  no  addition  to  the  original 
cost  shall  be  made  for  any  charge  or  expenditure  de- 
ducted as  expense  or  otherwise  on  or  after  March  1, 
1913,  in  computing  the  net  income  of  such  previous 
owner  for  purposes  of  taxation.* 1 2 

Rulings 

A.  R.  M.  60  Bulletin  25-20-1022 

Revenue  Act  of  1917 

The  necessary  corollary  of  the  provision  quoted 
above  is  that  if  the  reorganization,  consolidation,  or 
change  of  ownership  took  place  prior  to  March  3,  1917, 
the  actual  value  of  the  assets  paid  in,  limited  by  the 
provisions  of  section  207,  is  the  invested  capital.3 


2 “Two  inferences  are  to  be 
fairly  drawn  from  this  provision: 

1.  Assets  in  the  case  of  reor- 
ganization prior  to  March  3, 
1917,  should  be  valued  as  of 
the  date  of  transfer  to  the 
new  corporation  for  the  pur- 
pose of  determining  the  in- 
vested capital  of  such  cor- 
poration for  the  taxable 
year; 

2.  Assets  in  the  case  of  a re- 
organization after  March  3, 
1917,  should  be  valued  as  of 

the  date  of  the  transfer  to  the 
new  corporation  for  the  pur- 
pose of  determining  the  in- 
vested capital  of  such  cor- 
poration for  the  taxable 
year,  if  an  interest  or  con- 
trol in  the  trade,  business  or 
property  transferred  upon 
the  reorganization  does  not 
remain  to  the  extent  of  50% 
or  more  in  the  same  per- 
sons.” ( Holmes  Federal 
Taxes>  page  1085.) 


3 “The  following  recommenda- 
tion of  the  Committee  emphasizes 
the  point  that  property  taken  over 
in  reorganizations  prior  to  March 
3,  1917,  must  be  valued  as  at  the 
date  of  transfer,  and  also  pro- 
vides that  an  appraisal  may  be 
used  to  establish  such  value: 

Ruling:  Held,  that  the  ap- 

praised value  of  the  plant  of  a 
corporation  based  on  cost  as 
of  December  22,  1919,  plus  de- 
preciation from  February  14, 
1917,  the  date  the  property  was 
taken  over  to  that  date,  be  used 
to  determine  the  value  at  Feb- 
ruary 14,  1917 ; that  deprecia- 
tion rates  be  determined  by  the 
life  of  the  property  and  applied 
to  value  determined  at  acquisi- 
tion, with  an  accelerated  rate 
on  machinery  during  1917  when 
the  plant  was  running  at  double 
capacity  * * * (C.B.  4,  page 

371;  A.R.R.  390.)”  (Montgom- 
ery’s Income  Tax  Procedure , 
1922,  page  1648.) 


CHAPTER  IX 


Intangible  Properties 

Purpose  of  Appraisal : To  establish  the  invest- 

ment in  and  value  of  intangibles  as  a basis  for  the  com- 
putation of  depreciation,  gain  or  loss  on  sale,  and  in- 
vested capital.1 

Law 

Section  326(a),  Revenue  Act  of  1921 — See  page 

35 

Also  paragraphs  4 and  5 of  Section  326(a) , quoted 
below;  Invested  Capital  includes: 

(4)  Intangible  property  bona  fide  paid  in  for  stock 
or  shares  prior  to  March  3,  1917,  in  an  amount  not 
exceeding  (a)  the  actual  cash  value  of  such  property 
at  the  time  paid  in,  (b)  the  par  value  of  the  stock  or 
shares  issued  therefor,  or  (c)  in  the  aggregate  25  per 
centum  of  the  par  value  of  the  total  stock  or  shares  of 
the  corporation  outstanding  on  March  3,  1917,  which- 
ever is  lowest; 

(5)  Intangible  property  bona  fide  paid  in  for  stock 
or  shares  on  or  after  March  3,  1917,  in  an  amount  not 
exceeding  (a)  the  actual  cash  value  of  such  property  at 
the  time  paid  in,  (b)  the  par  value  of  the  stock  or  shares 
issued  therefor,  or  (c)  in  the  aggregate  25  per  centum 


1 This  section  is  for  the  pur-  termination  of  intangible  invest- 
pose  of  more  specific  reference  to  ment  and  values, 
the  conditions  governing  the  de- 
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of  the  par  value  of  the  total  stock  or  shares  of  the  cor- 
poration outstanding  at  the  beginning  of  the  taxable 
year,  whichever  is  lowest:  Provided,  That  in  no  case 
shall  the  total  amount  included  under  paragraphs  (4) 
and  (5)  exceed  in  the  aggregate  25  per  centum  of  the 
par  value  of  the  total  stock  or  shares  of  the  corporation 
outstanding  at  the  beginning  of  the  taxable  year. 

Note:  The  limitation  imposed  by  (5  c)  above  was 
20%  under  the  Act  of  iQiy.2 

See  also  Section  202,  Revenue  Act  of  IQ2I , page  iy ; 
and  Section  214(a)  (8),  page  21. 

Regulations 

Article  40,  Regulations  62.  Sale  of  Patents  and 
Copyrights: 

A taxpayer  disposing  of  patents  or  copyrights  by 
sale  should  determine  the  profit  or  loss  arising  there- 
from by  computing  the  difference  between  the  selling 
price  and  the  cost.  The  taxable  income  in  the  case  of 
patents  or  copyrights  acquired  prior  to  March  1,  1913, 
should  be  ascertained  in  accordance  with  the  provisions 
of  Article  1561.  The  profit  or  loss  thus  ascertained 
should  be  increased  or  decreased,  as  the  case  may  be, 
by  the  amounts  deducted  on  account  of  depreciation  of 
such  patents  or  copyrights  since  February  28,  1913,  or 
since  the  date  of  acquisition  if  subsequent  thereto.  See 
article  167  [page  48]. 


2 T.B.M.  19  Bulletin  3-19-208.  not  subject  to  the  20%  limitations 

For  the  purpose  of  computing  the  applicable  to  good  will  and  cer- 

excess  profits  tax  for  1917,  the  tain  other  forms  of  intangibles, 
capital  stock  paid  for  patents  is 
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Article  41,  Regulations  62.  Sale  of  Good.  Will: 

Any  profit  or  loss  resulting  from  a sale  of  good  will 
can  be  taken  only  when  the  business,  or  a part  of  it,  to 
which  the  good  will  attaches  is  sold,  in  which  case  the 
profit  or  loss  will  be  determined  upon  the  basis  of  the 
cost  of  the  assets,  including  good  will.  If  the  good 
will  was  acquired  prior  to  March  1,  1913,  the  taxable 
gain  or  deductible  loss  should  be  ascertained  in  accord- 
ance with  the  provisions  of  Article  1561.  If  specific 
payment  was  not  made  for  good  will  acquired  after 
February  28,  1913,  there  can  be  no  deductible  loss  with 
respect  thereto,  but  profit  may  be  realized  from  the  sale 
of  good  will  built  up  through  expenditures  which  have 
been  currently  deducted.  It  is  immaterial  that  good  will 
may  never  have  been  carried  on  the  books  as  an  asset, 
but  the  burden  of  proof  is  on  the  taxpayer  to  establish 
the  cost  or  fair  market  value  on  March  1,  1913,  of  the 
good  will  sold.  See  Article  163. 

Article  143,  Regulations  62.  See  page  28. 

Article  163,  Regulations  62.  Depreciation  of  In- 
tangible Property: 

Intangibles,  the  use  of  which  in  the  trade  or  business 
is  definitely  limited  in  duration,  may  be  the  subject  of  a 
depreciation  allowance.  Examples  are  patents  and  copy- 
rights, licenses,  and  franchises.  Intangibles,  the  use  of 
which  in  the  business  or  trade  is  not  so  limited,  will  not 
usually  be  a proper  subject  of  such  an  allowance.3 


3 “The  Income  Tax  Acts  are 
clear  in  their  intent  to  have  the 
value  carried  on  the  books  repre- 
sent the  actual  cost  of  the  patent 
to  the  owner  in  all  cases,  except 
where  the  patent  was  owned  by 
him  prior  to  March  1,  1913,  when 
the  fair  market  value  on  March 


1,  1913,  may  be  substituted  in 
that  year  and  such  appraised 
value  used  as  a basis  of  depre- 
ciation during  the  remaining 
years  of  the  life  of  the  patent.” 
(Frye  On  The  Income  Tax  as 
Affected  by  Patents  and  Trade- 
Marks , page  72.) 
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Article  167,  Regulations  62.  Depreciation  of 
Patent  or  Copyright : 

In  computing  a depreciation  allowance  in  the  case  of 
a patent  or  copyright,  the  capital  sum  to  be  replaced  is 
the  cost  (not  already  deducted  as  current  expense)  of 
the  patent  or  copyright  or  its  fair  market  value  as  of 
March  1,  1913,  if  acquired  prior  thereto.  * * * If 

the  patent  becomes  obsolete  prior  to  its  expiration  such 
proportion  of  the  amount  on  which  its  depreciation  may 
be  based  as  the  number  of  years  of  its  remaining  life 
bears  to  the  whole  number  of  years  intervening  between 
the  date  when  it  was  acquired  and  the  date  when  it 
legally  expires  may  be  deducted,  if  permission  so  to  do  is 
specifically  secured  from  the  Commissioner.4 

Article  841,  Regulations  62.  Surplus  and  Undi- 
vided Profits:  Limitation  of  Additions  to  Surplus 

Account: 

Additions  to  surplus  which  a corporation  may  desire 
to  make  under  the  preceding  article  fall  broadly  into 
two  classes : 


4 “The  benefit  to  a company  of 
substituting  on  its  books  the  ‘fair 
market  value’  as  of  March  1, 
1913,  of  its  patents,  trade-marks, 
etc.,  in  force  at  that  time  is  be- 
lieved to  be  apparent.  Such 
market  value  is  in  practically  all 
cases  greatly  in  excess  of  the  cost 
value  of  the  patents,  etc.  — the 
value  ordinarily  entered  on  a 
company’s  books  — and  the  com- 
pany thus  enters  an  asset  that  can 
be  depreciated  proportionately 
during  the  remaining  years  of 
the  life  of  the  patents.  In  one 
instance,  the  value  of  patents,  etc., 


was  raised  in  this  way  from  a 
figure  of  less  than  $500,000  to 
$7,000,000,  and  the  annual  depre- 
ciation reduction  thus  afforded 
for  the  next  few  years  very  ma- 
terially reduced  the  net  income 
figures  in  their  tax  returns,  and 
in  consequence,  the  taxes  paid 
were  greatly  reduced.  Particu- 
larly, where  a company  has  car- 
ried its  patents,  etc.,  at  a nominal 
figure,  the  saving  in  taxes  due  to 
revaluing  them  in  this  manner 
would  be  considerable.”  {Ibid., 
page  82.) 
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(2)  To  reinstate  in  surplus  deductions  from  income 
which  are  as  a matter  of  good  accounting  to  some  extent 
optional,  such  as  experimental  expenses,  patent  litiga- 
tion, development  of  good  will  through  advertising  or 
otherwise,  etc. 

Adjustments  falling  in  class  (2)  can  not  usually  be 
permitted,  as  in  such  cases  where  the  treatment  of  the 
item  was  optional  and  the  decision  made  at  the  time 
conformed  to  the  best  accounting  practice,  it  is  consid- 
ered that  the  corporation  has  exercised  a binding  option 
in  deducting  such  expenses  from  income.  An  election 
of  this  sort  which  was  made  concurrently  with  the  trans- 
action can  not  now  be  revised,  and  amended  returns  in 
respect  thereof  can  not  be  accepted. 

Article  843,  Regulations  62.  Surplus  and  Undi- 
vided Profits:  Patents: 

From  the  standpoint  of  assets  a patent,  or  more 
particularly  a group  of  patents,  is  closely  analogous  to 
good  will.  Their  value  is  contingent  upon  and  meas- 
ured by  their  earning  power.  While  patents  have  a 
definite  life,  there  is  a common  tendency  to  extend  that 
life  by  improvements  upon  the  original,  and  in  a suc- 
cessful business  the  patent  value  merges  more  or  less 
completely  into  a trade  name  or  other  form  of  good 
will.  Therefore,  while  deductions  in  respect  to  the 
depreciation  of  patents  based  upon  a normal  life  period 
of  seventeen  years  are  allowable  in  computing  net 
income  for  the  purpose  of  the  income  tax,  such  deduc- 
tions are  not  obligatory,  but  are  optional  with  each  tax- 
payer. Where  since  January  1,  1909,  a corporation 
has  exercised  that  option  to  its  own  benefit  in  computing 
its  taxable  net  income  the  amount  so  deducted  can  not 
now  be  restored  in  computing  invested  capital.  Where, 
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however,  the  cost  of  patents  has  been  charged  against 
surplus  or  otherwise  disposed  of  in  such  a manner  as 
not  to  benefit  the  corporation  in  computing  its  taxable 
net  income  since  January  1,  1909,  any  amount  so  written 
off  may  be  restored  in  computing  invested  capital,  if  it 
be  shown  to  the  satisfaction  of  the  Commissioner  that 
the  amount  so  written  off  represented  a mere  book  entry 
ascribable  to  a conservative  policy  of  management  or 
accounting  and  did  not  represent  a realized  shrinkage  in 
the  value  of  such  assets.  Any  amount  so  restored  may 
not  be  written  off  by  way  of  deductions  from  taxable  net 
income  in  any  subsequent  year  or  years.  Where  a cor- 
poration has  charged  to  current  expenses  the  cost  of 
developing  or  protecting  patents,  no  amount  in  respect 
thereof  expended  since  January  1,  1909,  can  be  restored 
in  computing  invested  capital.  In  respect  of  expenditures 
made  before  January  1,  1909,  a corporation  now  seeking 
to  restore  them  must  be  prepared  to  show  to  the  satis- 
faction of  the  Commissioner  that  all  such  items  are 
proper  capital  expenditures.  It  can  not  be  said  that  the 
correct  computation  of  surplus  and  undivided  profits 
necessarily  requires  a deduction  in  respect  of  the  expira- 
tion of  patents.  It  follows,  therefore,  that  where  a cor- 
poration in  the  exercise  of  its  option  has  not  written 
down  the  cost  of  patents,  it  is  not  ordinarily  necessary 
to  reduce  the  surplus  and  undivided  profits  in  computing 
invested  capital,  whether  the  patents  have  been  acquired 
for  stock  or  shares  or  for  cash  or  other  tangible  prop- 
erty. Due  consideration  will  be  given  to  the  facts  in 
any  case  in  which  this  rule  seems  obviously  unreason- 
able.5 See  Article  167  [page  48]. 


5 “In  general,  the  Commissioner  and  definitions  of  value  which 

is  required  to  adopt  the  standards  have  been  approved  by  the  United 
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Rulings 

T.  B.  R.  44 — 15-19-445 — See  page  30. 

O.  D.  298  Bulletin  24-19-565 

Deductions  from  gross  income  on  account  of  depre- 
ciation or  obsolescence  of  intangibles,  such  as  good  will, 
trade-marks,  and  trade-brands,  allowed  distillers  and 
dealers  in  liquors,  are  also  applicable  to  brewers.6 

O.  D.  472  Bulletin  17-20-884 

Obsolescence  is  not  ordinarily  applicable  in  the  case 
of  intangibles  but  will  be  allowed  in  exceptional  cases, 
as  in  the  case  of  the  discontinuance  of  a going  business 
because  of  the  exhaustion  of  its  source  of  supply,  where 
the  cost  of  the  good  will,  or  its  value  as  of  March  1, 
1913,  if  acquired  prior  to  that  date,  can  be  definitely 
shown  and  the  period  of  its  obsolescence  determined 
with  reasonable  accuracy. 


States  Supreme  Court.  The  Treas- 
ury, while  not  perhaps  applying 
strict  technical  rules  of  evidence 
in  matters  of  this  kind,  necessarily 
receives  and  gives  the  same 
weight  to  evidence  admissible  in 
court  as  would  be  accorded  to 
such  evidence  by  a court.  It 
therefore  becomes  important  to 
consider  what  attitude  the  courts 
may  take  with  respect  to  the  es- 
tablishment of  value  of  property 
having  no  technical  market  value. 
The  courts  not  only  permit,  but 
require,  that  persons  should  be 
brought  before  the  court  who, 
from  their  technical  experience 
and  knowledge,  are  better  quali- 


fied to  form  a judgment  concern- 
ing the  real  value  of  such  prop- 
erty than  is  the  ordinary  citizen; 
they  require  such  person  to  detail 
his  experience  and  means  of 
knowledge  to  the  jury,  and  then 
they  permit  him  to  express  his 
opinion  as  to  the  actual  value  of 
the  property  in  question,  based 
upon  his  knowledge  of  that  prop- 
erty in  particular  and  upon  his 
experience  in  general.”  (Mont- 
gomery’s Income  Tax  Procedure, 
1922,  page  656.) 

6 See  foot  note  2 on  page  30, 
and  also  O.D.  1001  on  the  same 
page. 
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A.  R.  M.  34  10-20-777 

In  any  or  all  of  the  cases  the  effort  should  be  to 
determine  what  net  earnings  a purchaser  of  a business  on 
March  1,  1913,  might  reasonably  have  expected  to  re- 
ceive from  it,  and  therefore  a representative  period 
should  be  used  for  averaging  actual  earnings,  eliminat- 
ing any  year  in  which  there  were  extraordinary  factors 
affecting  earnings  either  way.  Also,  in  the  case  of  the 
sale  of  good  will  of  a going  business  the  percentage  rate 
of  capitalization  of  earnings  applicable  to  good  will 
shown  by  the  amount  actually  paid  for  the  business 
should  be  used  as  a check  against  the  determination  of 
good  will  value  as  of  March  1,  1913,  and  if  the 
good  will  is  sold  upon  the  basis  of  capitalization  of 
earnings  less  than  the  figures  above  indicated  as  the 
ones  ordinarily  to  be  adopted,  the  same  percentage 
should  be  used  in  figuring  value  as  of  March  1,  1913. 


CHAPTER  X 


Retrospective  Appraisals 

As  Defined  and  Prescribed  by  The  Treasury  Department 

A.  R.  R.  747  Bulletin  1-5-60 

Revenue  Acts  of  1917  and  1918 

Recommended,  upon  the  reconsideration 
of  the  appeal  in  the  case  of  the  M Corporation 
from  the  action  of  the  Income  Tax  Unit  in 
holding  that  the  invested  capital  can  not  be 
satisfactorily  established  and  that  assessment 
of  excess  profits  taxes  for  the  year  1917  should 
be  made  under  the  provisions  of  section  210 
of  the  Revenue  Act  of  1917  and  for  sub- 
sequent years  under  the  provisions  of  sections 
327  and  328  of  the  Revenue  Act  of  1918,  be 
reversed;  that  Committee  on  Appeals  and 
Review  Recommendation  490  sustaining  the 
action  of  the  Unit  be  revoked;  that  retro- 
spective appraisals  be  accepted  as  evidence  of 
paid-in  surplus  when  made  upon  the  basis 
herein  outlined  and  the  facts  upon  which  the 
appraisals  are  based  have  been  established  by 
proof;  that  the  retrospective  appraisals  and 
the  facts  upon  which  they  are  based  in  the 
instant  case  be  verified  to  determine  the 
method  of  their  construction  and  the  truth  of 
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the  facts  upon  which  they  are  based;  and  that 
in  this  and  in  all  similar  cases  where  the  law 
directs  that  the  value  of  property  at  a given 
basic  date  be  ascertained,  the  Unit  be  in- 
structed to  receive  such  proof  of  the  facts  as  is 
ordinarily  accepted  in  important  business  trans- 
actions of  like  character  and  that  the  practice 
which  has  obtained  in  the  Unit  in  refusing  to 
receive  such  proof  on  the  ground  that  it  con- 
sisted of  so-called  retroactive  appraisals  be 
discontinued. 

In  the  past  it  has  been  the  policy  of  the  Bureau  to 
construe  strictly  the  requirements  of  Article  63,  Regula- 
tions 41,  and  Article  836,  Regulations  45  (1920 

edition).  As  a result  of  such  construction  of  these 
articles  numerous  retroactive  or  retrospective  appraisals 
have  been  rejected  as  a basis  for  a claim  for  paid-in 
surplus.1  The  Committee  has  made  an  exhaustive  study 
of  appraisals  and  their  relation  to  invested  capital  of 
corporations.  It  has  also  considered  appraisals  in  con- 
nection with  establishing  March  1 values  for  purposes 
of  depreciation  and  depletion,  and  for  purposes  of 
establishing  certain  values  in  connection  with  amortiza- 
tion claims,  and  has  reached  the  conclusion  that  the  Unit 
has  been  too  strict  in  interpreting  the  provisions  of  the 
statute  and  the  articles  of  regulations  interpreting  same 
quoted  above,  and  that  retrospective  appraisals,  if  made 


1 “In  the  Department  [Treas- 
ury Department]  there  have  been 
appraisals  thrown  out  and  prop- 
erly so  ...  They  should 
have  been  thrown  out.  As  ap- 
praisers we  like  to  see  the  stand- 
ard maintained,  and  to  my  mind, 
the  Department  cannot  be  too 


strict  in  acceptance  or  rejection 
of  appraisals.”  (Address  of  Lyle 
H.  Olson,  Vice-President  of  The 
American  Appraisal  Company  be- 
fore a regional  meeting  of  The 
American  Institute  of  Account- 
ants, Detroit,  Mich.,  April  8, 
1921.) 
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upon  the  basis  hereinafter  outlined  and  proof  is  fur- 
nished of  the  facts  upon  which  they  are  based,  may 
properly  be  accepted  as  a basis  for  the  allowance  of  a 
paid-in  surplus.  The  Unit,  as  well  as  the  Committee,  is 
continually  fixing  values  for  one  purpose  or  another. 
This  is  particularly  true  in  fixing  the  March  1 values  for 
the  purpose  of  computing  gain  or  loss  upon  the  sale  of 
an  asset  which  has  been  held  for  some  time  and  which 
is  of  a class  not  regularly  dealt  in  by  the  public. 

In  making  a retroactive  or  retrospective  appraisal 
to  show  the  actual  cash  value  of  tangible  assets  at  the 
time  paid  in  at  some  date  in  the  past,  care  should  be 
exercised  in  order  to  eliminate  any  appreciation  written 
upon  the  books  of  the  corporation  since  the  date  of 
acquisition,  and  also  to  value  the  assets  in  question  at 
cost.  In  the  case  of  the  La  Belle  Iron  Works  vs.  United 
States  (C.  B.  4,  p.  373),  decided  by  the  Supreme  Court 
on  May  16,  1921,  it  was  held  that  any  appreciation  in 
value  of  property  over  its  cost  is  not  to  be  included  in 
invested  capital  as  paid-in  surplus.  Treasury  Decision 
3220  (Bulletin  37-21-1822)  was  promulgated  sub- 
sequent to  this  decision  and  requires  the  filing  of  amended 
returns  in  all  cases  where  taxpayers  have  written  appre- 
ciated or  inflated  values  upon  their  books  and  have  used 
same  in  determining  the  amount  of  their  invested  capital. 
It  would,  therefore,  appear  that  no  appreciation  over 
cost  can  be  recognized  in  the  computation  of  invested 
capital  and  that  appraisals  made  for  the  purpose  of 
establishing  invested  capital  and  for  the  purpose  of 
allowance  of  a paid-in  surplus  should  be  based  upon  the 
actual  cost  of  the  tangible  properties  as  they  existed  at 
the  time  they  were  paid  in,  giving  particular  attention 
and  consideration  to  the  original  cost  and  depreciated 
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reproduction  cost  as  at  the  basic  date  and  the  remaining 
expectancy  of  life.  In  order  to  accomplish  this  result  it 
will  be  necessary  to  inventory  at  cost  as  of  the  basic  date 
(the  date  of  acquisition)  the  property  then  on  hand  and 
in  many  cases  to  establish  by  historical  investigation  the 
date  of  original  acquisition,  date  of  renewal,  and  the 
cost  of  additions  made  subsequent  to  the  date  the  prop- 
erty was  paid  in.  Adjustments  should  be  made  for 
property  scrapped  or  discarded  and  for  depreciation.2 

The  books  of  account,  if  available,  should  be  con- 
sidered the  best  evidence  as  to  dates  of  acquisition  and 
actual  cost.  The  asset  account  showing  the  tangible 
property  may  be  incomplete  for  many  reasons  and  may 
include  property  still  on  the  books  that  has  been  dis- 
carded as  well  as  property  in  existence  that  has  never 
been  capitalized  or  entered  on  the  books  and  certain 
arbitrary  amounts  charged  off  as  depreciation  which 
have  no  relation  to  the  expired  and  remaining  life  of  the 
property.3 

The  tangible  property  actually  in  existence  and  in 
use  should  be  considered  as  the  basic  evidence  of  the 
invested  capital  in  existence  and  should  be  used  as  a basis 


2 “The  basis  for  this  is  an  in- 
ventory of  the  property  supple- 
mented by  an  historical  investiga- 
tion to  determine  the  dates  of 
original  acquisition,  renewals,  and 
the  actual  costs  or  where  per- 
mitted, the  value  as  of  the  date 
the  property  was  paid  in.”  (Bul- 
letin 507,  Nov.  17,  1921,  of  The 
American  Appraisal  Company.) 

3 “A  corporation’s  books  of  ac- 
count will  be  presumed  to  show 
the  facts.  It  is  plant  or  property 
accounts  that  are  the  chief  con- 


cern of  the  appraiser,  and  these 
accounts  may  be  incomplete  and 
incorrect  for  many  reasons  not 
here  necessary  to  discuss  in  de- 
tail but  including  property  still  on 
the  books  that  has  been  discarded 
during  prior  years,  omitted  costs 
for  property  in  existence  that 
have  never  been  capitalized,  and 
including  arbitrary  depreciation 
allowances  that  have  no  relation 
to  the  expired  and  remaining 
serviceable  life  of  the  property.” 
(Ibid.) 
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for  the  proper  correction  of  the  accounts  to  correctly 
reflect  the  actual  investment  in  the  depreciable  properties 
in  existence  during  the  taxable  years.4 

The  burden  of  proof  is  upon  the  taxpayer  when  a 
claim  for  a paid-in  surplus  is  made,  and  in  so  far  as  the 
records  of  the  taxpayer  may  be  incomplete  or  the  regula- 
tions permit  values  of  the  property  at  the  date  paid  in 
should  be  established  by  proof.  The  regulations  quoted 
above  do  not  prescribe  any  specific  method  for  ascertain- 
ing the  facts,  but  only  indicate  some  of  the  means  by 
which  appropriate  proof  may  be  furnished  which  would 
be  acceptable  to  the  Bureau.  A retrospective  appraisal 
is  in  substance  the  opinion  of  experts  based  upon  the 
facts  presented  to  them  and  as  such  is  admissible  as  evi- 
dence of  a paid-in  surplus,  but  its  value  as  proof  of  a 
paid-in  surplus  must  depend  upon  the  truth  of  the  facts 
upon  which  it  is  based.  Necessarily,  if  any  of  the  facts 
presented  to  the  experts  are  not  accurate,  the  experts’ 
opinion  is  inaccurate  to  the  extent  that  such  facts  are 
inaccurate.  In  order,  therefore,  for  the  Bureau  to  accept 
as  conclusive  a retrospective  appraisal,  it  must  be  sat- 
isfied under  the  regulations  that  the  facts  upon  which 
the  appraisal  is  based  are  true.  In  determining  whether 
or  not  the  facts  are  true  the  Bureau  should  accept  such 
proof  of  the  facts  as  is  ordinarily  accepted  in  business 
transactions  of  like  character.  In  all  such  inquiries  the 
Bureau  is  dealing  with  facts  which  themselves  come 
within  the  control  of  human  will  or  human  caprice,  and 
the  evidence  for  which  depends  on  the  trustworthiness 


4 “The  aim  of  the  appraiser  is  fleet  correctly  the  actual  invest- 

to  work  from  the  property  as  the  ment  in  and  the  depreciation  of 

basic  evidence  from  which  to  fur-  the  properties  in  existence  during 
nish  the  information  for  the  proper  the  taxable  years.”  (Ibid.) 
correction  of  the  accounts  to  re- 
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of  human  informants.  Such  evidence  may  range  through 
every  degree,  from  the  barest  likelihood  to  that  un- 
doubted moral  certainty  on  which  every  man  acts  with- 
out hesitation  in  practical  affairs.  The  Bureau  must  re- 
ceive and  consider  such  appraisals,  therefore,  with  a 
sound  and  intelligent  discretion  as  it  considers  much 
other  evidence,  and  be  content  to  accept  them,  without 
being  able  to  prove  their  accuracy  as  mathematicians 
judge  accuracy,  if  they  convince  the  mind  of  their  cor- 
rectness to  that  moral  certainty  upon  which  practical 
men  of  affairs  act. 

In  view  of  the  foregoing,  it  is  recommended  that  the 
action  of  the  Income  Tax  Unit  in  holding  that  the  in- 
vested capital  can  not  be  satisfactorily  established  and 
that  assessments  of  excess  profits  taxes  for  the  year  1917 
should  be  made  under  the  provisions  of  Section  210  of 
the  Revenue  Act  of  1917  and  for  subsequent  years  under 
the  provisions  of  Sections  327  and  328  of  the  Revenue 
Act  of  1918  be  reversed;  that  Committee  on  Appeals 
and  Review  Recommendation  490  sustaining  the  action 
of  the  Unit  be  revoked;  that  retrospective  appraisals 
be  accepted  as  evidence  of  paid-in  surplus  when  made 
upon  the  basis  herein  outlined  and  the  facts  upon  which 
the  appraisals  are  based  have  been  established  by  proof; 
that  the  retrospective  appraisals  and  the  facts  upon  which 
they  are  based  in  the  instant  case  be  verified  to  determine 
the  method  of  their  construction  and  the  truth  of  the 
facts  upon  which  they  are  based;  and  that  in  this  and  in 
all  similar  cases  where  the  law  directs  that  the  value  of 
property  at  a given  basic  date  be  ascertained,  the  Unit 
be  instructed  to  receive  such  proof  of  the  facts  as  is 
ordinarily  accepted  in  important  business  transactions  of 
like  character  and  that  the  practice  which  has  obtained 
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in  the  Unit  in  refusing  to  receive  such  proof  on  the 
ground  that  it  consisted  of  so-called  retroactive  apprais- 
als be  discontinued. 

T.  D.  3367  Bulletin  1-30-431 

Article  836,  Regulations  45  (1920  edition),  and 
Article  836,  Regulations  62,  are  hereby  amended  to 
read  as  follows:5 

Article  836.  Tangible  property  paid  in;  value  in 
excess  of  par  value  of  stock.  The  paid-in  surplus  allowed 
in  any  case  is  confined  to  the  value  definitely  known  or 
accurately  ascertainable  at  the  time  the  property  is  paid 
in.  Evidence  offered  to  support  a claim  for  a paid-in 
surplus  must  be  as  of  the  date  of  the  payment.  It  may 
consist  among  other  things  of  (a)  an  appraisal  of  the 
property  by  disinterested  authorities,  (b)  a certificate 
of  the  assessed  value  in  the  case  of  real  estate,  or  (c) 
evidence  of  a market  price  in  excess  of  the  par  value  of 
the  stock  or  shares.  Opinion  evidence,  expert  or  other- 
wise, of  the  value  of  property  as  of  a prior  date  will  not 
be  accepted.6  Retrospective  appraisals  submitted  in  sup- 


5 Though  this  amended  regula- 
tion refers  particularly  to  the  es- 
tablishment of  a paid-in  surplus 
by  reason  of  the  value  of  the 
property  paid  in  being  in  excess 
of  the  par  value  of  stock  issued 
for  it,  its  specific  requirements  in 
regard  to  retrospective  appraisal 
service  and  the  general  principles 
which  it  emphasizes  establish  it 
as  possibly  the  most  important 
statement  of  the  Bureau  of  In- 
ternal Revenue  insofar  as  retro- 
spective appraisals  are  concerned. 
It  will  likely  be  followed  by  others 
of  an  equally  definite  nature,  de- 

fining the  elements  of  acceptable 


retrospective  appraisals  for  other 
income  tax  usages.  A Review  of 
Chapter  I and  of  the  footnotes 
throughout  this  book  will  imme- 
diately indicate  that  The  Amer- 
ican Appraisal  Company  has  an- 
ticipated the  governmental  re- 
quirements by  a number  of  years 
and  that  as  a consequence  its 
service  has  been  developed,  and 
its  reports  executed  in  specific  ac- 
cord with  the  stipulations  now 
promulgated  by  this  ruling. 

6 Here  the  Government  again 
distinguishes  between  opinion  val- 
ues and  appraised  values,  a dis- 
tinction recognized  years  ago  by 
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port  of  a claim  for  a paid-in  surplus  will  not  be  accepted 
in  any  case  where  other  reasonably  satisfactory  evidence* * * * * * 7 
is  available  and  in  any  case  will  be  accepted  only  after 
rigid  scrutiny  8 and  will  be  followed  only  to  the  extent 
to  which  their  reasonableness  is  fully  established.9  The 
property  which  was  paid  in  is  the  basis  of  the  appraisal, 
and  the  appraisal  must  reconcile  the  accounts  so  as  to 
reflect  accurately  the  actual  value  on  the  date  as  of  which 
the  appraisal  is  made  and  the  depreciation  sustained. 
Proper  consideration  must  in  all  cases  be  given  to  depre- 
ciation and  the  expired  and  remaining  serviceable  life 
of  the  property  must  be  shown.  To  be  acceptable  retro- 
spective appraisals  must  show: 

1.  The  history  of  the  business  and  manner  in  which  the 
information  or  data  was  acquired; 

2.  The  manner  in  which  the  appraisals  were  constructed ; 

3.  The  inventory  on  the  date  of  the  appraisal  in  detail;10 


The  American  Appraisal  Com- 

pany and  accepted  as  the  founda- 

tion upon  which  its  service  has 

been  built.  For  a more  detailed 

definition  of  this  distinction  see 

page  10. 

7  Obviously,  no  one  would  go  to 

the  expense  of  a retrospective 

appraisal  if  there  were  any 
“other  reasonably  satisfactory  evi- 

dence,” but  unfortunately  the 
errors  and  fallacies  which  make 
a retrospective  appraisal  neces- 
sary have  been  inherent  in  plant 
accounting  during  past  years,  and 
as  a consequence,  there  is  fre- 
quently no  other  recourse  for  the 
taxpayer  than  to  have  a retro- 
spective appraisal  made  to  supply 
the  deficiencies  of  his  accounts. 
In  the  specific  case  referred  to 
here,  that  is  the  determination  of 
a paid-in  surplus,  the  possibili- 


ties for  securing  other  reasonably 
satisfactory  evidence  are  meager. 

8 This  is  patently  a specific 
statement  of  a policy  long  in 
vogue  in  the  Internal  Revenue 
Department;  that  is:  to  accept 
nothing  at  its  face  value.  Retro- 
spective appraisal  reports  must 
be  complete  and  must  be  invul- 
nerable against  any  attack. 

9 In  actual  practice,  the  Depart- 
ment frequently  goes  further  than 
this,  and  throws  out  a report  in 
its  entirety  when  any  phase  of  it 
is  unreasonable. 

10  Retrospective  appraisals  or- 
dinarily supplement  current  value 
appraisals  in  which  is  included 
all  property  in  existence  at  the 
time  the  examination  of  the  prop- 
erty is  made.  This  provision  now 
makes  it  obligatory  that  all  of 
the  properties  be  at  least  inven- 
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4.  The  date  of  acquisition  of  all  items  remaining  in  the 
inventory  as  of  the  date  of  appraisal;* 11 

5.  The  elimination  from  the  inventory  of  all  items  ac- 
quired subsequent  to  the  date  as  of  which  the  ap- 
praisal is  made  and  how  this  was  effected  (all  items, 
the  date  of  acquisition  of  which  can  not  be  definitely 
determined,  should  be  listed  separately,  and  all  the 
facts  bearing  upon  the  date  of  acquisition  given)  ; 

6.  The  replacement  cost  at  the  date  as  of  which  the 
appraisal  is  made  of  each  item  accepted  as  on  hand  on 
that  date  determined  upon  competent  data,12  with  a 
statement  of  the  method  employed  in  arriving  at  such 
cost  (estimates  and  general  statements  will  not  be 
accepted)  ;13 

7.  The  rate  and  total  amount  of  depreciation  as  shown 
by  the  books ; 

8.  The  rate  and  total  amount  of  depreciation  taken  upon 
each  item  included  in  the  appraisal  for  the  purposes 
of  the  appraisal  (if  other  than  normal  rates  of  depre- 
ciation are  used  the  reason  therefor  and  the  method 
of  computing  depreciation  must  be  fully  explained)  ;14 

9.  The  actual  cost  when  ascertainable  of  each  item 
included  in  the  appraisal;15 


toried  as  of  the  date  of  the  exam- 
ination. The  purpose  of  this  is 
to  enable  the  Government  to 
check  the  eliminations  of  items 
acquired  between  the  dates  as  of 
which  the  retrospective  appraisal 
is  made  and  the  date  of  the  ex- 
amination. 

11  The  date  of  acquisition  to 
the  corporation  claiming  a paid- 
in  surplus,  would,  of  course,  be 
the  date  on  which  the  property 
was  paid  in.  All  of  the  property 
included  in  the  appraisal  as  of 
the  date  paid  in  would  have  the 
same  date  of  acquisition.  The 
purpose  of  this  requirement,  how- 
ever, is  apparently  to  check  the 
expired  life  of  each  item  of  prop- 
erty at  the  date  paid  in;  and  it  is 


therefore  necessary  to  show  the 
date  of  acquisition  of  each  item 
by  the  original  purchasers. 

12-13  Note  again  the  necessity 
for  authoritative  pricing  data  for 
past  years,  and  the  discrimination 
against  opinion  evidence. 

14  The  tenor  of  this  complete 
amendment  is  wholly  for  facts 
rather  than  for  opinion.  Here, 
for  instance,  the  Government  em- 
phasizes the  necessity  of  having 
authoritative  statistics  on  the  ex- 
pectancy of  life  and  the  affect  of 
maintenance  as  a support  for  de- 
preciation statements. 

15  By  “actual  cost”  is  meant  the 
actual  cost  to  the  original  pur- 
chaser. The  cost  to  the  corpora- 
tion claiming  the  paid-in  surplus 
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10.  The  book  value  on  the  date  as  of  which  the  appraisal 
is  made  of  all  the  items  included  in  the  appraisal ; and 

11.  A detailed  statement  of  all  plant  facilities  and  addi- 
tions, represented  by  capital  expenditures  previously 
written  off,  which  were  still  in  use  on  the  date  as  of 
which  the  appraisal  was  made  and  all  the  depreciation 
actually  sustained  or  accrued  on  such  items.  No 
claim  will  be  allowed  for  paid-in  surplus  in  any  case 
in  which  the  addition  of  value  has  been  developed  or 
ascertained16  subsequent  to  the  date  on  which  the 
property  was  paid  in  to  the  corporation,  or  in  respect 
of  property  which  the  stockholders  or  their  agents  on 
or  shortly  before  the  date  of  such  payment  acquired  at 
a bargain  price,  as  for  instance,  at  a receiver’s  sale. 
Generally,  allowable  claims  under  this  article  will 
arise  out  of  transactions  in  which  there  has  been  no 
substantial  change  of  beneficial  interest  in  the  prop- 
erty paid  in  to  the  corporation  and  in  all  cases  the 
proof  of  value  must  be  clear  and  explicit.17 


would  be  the  value  of  the  stock 
issued  for  the  property  paid  in, 
allocated  to  each  item. 

16  This  is  designed  to  prevent 
the  inclusion  in  values  established 
through  retrospective  appraisal 
service,  of  appreciation  incurred 
subsequent  to  the  date  as  of  which 
the  appraisal  is  made  and  attrib- 
utable to  any  cause  whatsoever. 

17  Briefly  summarized,  the  char- 
acter of  the  retrospective  ap- 
praisal service  necessary  to  meet 
the  requirements  imposed  by  this 
amendment  would  be  as  follows: 

1.  A detailed  inventory  of  all 
property  in  existence  at  the 
time  of  the  examination. 

2.  Itemized  dates  of  acquisition 
by  the  original  purchaser. 


3.  Actual  costs  by  items  to  the 
original  purchaser  when  ob- 
tainable; and 

4.  Authoritatively  established 
normal  costs  at  dates  of  ac- 
quisition by  original  pur- 
chaser wherever  actual  costs 
are  not  obtainable. 

5.  The  cost  of  reproduction,  ac- 
crued depreciation,  and  sound 
value  of  that  part  of  the 
property  definitely  estab- 
lished as  being  on  hand  at 
the  date  paid  in,  as  of  such 
date. 

6.  A report  reconciling  the  ap- 
praisal and  the  books. 

7.  A report  meeting  the  other 
requirements  of  a general 
explanatory  nature  as  set 
forth  in  this  Decision. 


CHAPTER  XI 


Appreciation  Not  Income 

Ruling 

C.  T.— MIM— 1070. 

Likewise  and  conversely  any  appreciation  in  the 
value  of  assets  due  to  appraisal  or  adjustment  and  taken 
up  on  the  books  of  the  individual  or  corporation  is  held 
not  to  be  income  within  the  meaning  of  the  law  until 
such  appreciation,  as  a result  of  a completed,  a closed 
transaction,  has  been  converted  into  cash  or  its  equiva- 
lent, that  is,  has  been  realized  as  an  addition  to  and  a 
part  of  the  tangible  assets  of  the  individual  or  corpora- 
tion. An  increase  in  value  thus  evidenced  is  intangible, 
unstable  and  is  not  such  income  as  the  federal  income 
tax  law  contemplates  shall  be  returned  for  purposes 
of  the  tax.1 


1 “The  courts  have  held,  and  tered  upon  the  books  of  account, 

the  Internal  Revenue  Department  To  make  a taxable  profit,  an 

has  ruled,  that  an  increase  in  actual  sale  must  take  place  and 

plant  accounts  as  a result  of  a re-  actual  profit  be  made.”  (Ap- 

valuation  of  property  does  not  praised  Values , booklet  of  The 

constitute  a profit  taxable  under  American  Appraisal  Company, 

the  income  tax  law,  whether  or  1919.  See  Baldwin  Locomotive 

not  such  increased  value  is  en-  Works  vs.  McCoach,  221  Fed.  59) 
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CHAPTER  XII 


The  Character  of  the  Service 

The  preceding  chapters  outline  the  conditions  under 
which  appraisal  service  may  be  utilized  in  meeting 
federal  tax  requirements,  but  they  do  not  serve  to  indi- 
cate very  definitely  the  exact  manner  in  which  appraisals 
are  utilized  or  the  procedure  necessary  in  the  prepara- 
tion of  the  highly  specialized  reports  demanded. 

It  may  not  be  amiss,  therefore,  to  explain  the 
broader  scope  and  application  of  retrospective  apprais- 
als, and  to  bring  this  presentation  of  the  subject  to  a log- 
ical conclusion  by  enumerating  a few  of  the  actual  steps 
taken  in  the  preparation  of  such  appraisals.  As  a mat- 
ter of  accounting  procedure,  it  is  recognized  that  the 
plant  accounts  have  been  the  most  difficult  to  bring 
under  control  and  to  maintain  in  balance  with  the  actual 
facts  concerning  the  properties  which  they  represent. 
The  accountant,  as  a part  of  his  audit,  verifies  the  cash 
account  against  the  actual  cash,  and  the  current  assets 
and  liabilities  against  first  hand  evidence;  however,  he 
can  scarcely  attempt  to  check  the  plant  accounts  against 
the  actual  plant  properties,  and  as  a consequence,  his 
audit  of  these  pertains  more  particularly  to  their 
mechanical  accuracy. 

The  accuracy  and  method  of  maintaining  the  plant 
accounts  not  only  directly  affects  the  fixed  assets  in  the 
balance  sheet,  but  also  includes  the  treatment  of  the 
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betterments,  the  renewals,  repairs,  and  depreciations 
which  have  a direct  bearing  on  the  profit  and  loss  state- 
ment. Variations  in  the  practice  of  capitalizing  or 
expensing  expenditures  for  plant  maintenance  may  make 
the  difference  between  a profit  and  a loss  statement. 

The  primary  purpose  of  a retrospective  appraisal, 
in  distinction  from  a current  value  appraisal,  is  the 
testing  of  the  plant  accounts  against  the  actual  proper- 
ties which  they  represent  in  order  to  provide  facts  to 
supplement  the  book  records  where  for  any  reason  these 
constitute  inadequate  evidence  of  the  properties. 

This  is  a desirable  and  necessary  procedure  as  a 
part  of  sound  business  and  correct  accounting,  quite 
aside  from  any  tax  requirements;  and,  of  course,  it  also 
serves  as  a test  of,  and  a basis  for,  the  determination 
of  the  statutory  invested  capital,  depreciation,  depletion, 
etc.  It  follows  naturally  that  corrections  can  come  only 
through  an  analysis  of  the  properties  themselves,  in 
direct  comparison  with  the  records  which  represent  the 
property  investment. 

As  practiced  by  The  American  Appraisal  Company, 
therefore,  the  appraisal  investigation  comprises  an 
analysis  of  the  plant  accounts  and  a test  of  this  analysis 
by  a personal  inspection  of  each  of  the  individual  prop- 
erty units  as  a means  of  checking  or  determining  its 
date  of  acquisition,  history,  expired  and  remaining  life, 
condition  of  maintenance,  changes,  renewals,  etc. 

The  analysis  of  the  plant  accounts  and  all  other 
available  records  and  information  constitutes  the  pri- 
mary basis  for  the  allocation  of  the  dates  of  acquisition 
and  the  actual  costs  to  the  property  units;  and  it  also 
reveals  the  practice  followed  in  capitalizing  expendi- 


66  Appraisals  and  Federal  Tax  Procedure 

tures  for  plant  betterments,  renewals  and  maintenance, 
and  the  treatment  of  depreciation  during  prior  years. 
This  information,  taken  from  the  accounts,  records,  and 
the  properties  themselves  is  supplemented  by  an  inves- 
tigation of  plant  development  and  growth,  the  perfec- 
tion of  new  models,  the  departmental  development,  and 
by  personal  inquiry  among  the  operating,  engineering, 
and  executive  staffs  of  the  company.  The  dates  of  ac- 
quisition of  the  important  units  of  buildings,  machinery 
and  equipment,  models,  and  departments  constitute  a 
skeleton  around  which  the  development  of  auxiliary 
equipment  must  harmoniously  adjust  itself  as  do  the 
muscles  and  ligaments  of  the  human  body. 

It  will  be  immediately  recognized  that  this  depend- 
ence upon  the  properties  themselves  to  supply  corrob- 
orative evidence  is  the  means  of  bringing  to  light  the 
existence  of  any  tangible  property  which  was  not  in- 
cluded in  the  capital  account.  Also  through  a careful 
checking  of  the  appraisal  inventory  against  the  property 
records,  the  property  in  existence  at  the  beginning  of  and 
during  each  of  the  several  taxable  years  is  identified,  and 
the  condition  and  remaining  expectancy  of  life  of  the 
individual  units  is  determined.  Property  units  which 
appear  in  the  accounts,  but  are  not  included  in  the  inven- 
tory, are  carefully  investigated  and  disposed  of  in  the 
final  report  in  accordance  with  the  facts  determined. 

The  inventory  as  thus  prepared  and  reconciled  with 
the  books  of  account  is  then  priced  in  accordance  with 
the  actual  costs  shown  by  the  property  records,  when- 
ever such  costs  can  be  identified  and  allocated.  Where 
the  search  for  these  costs  is  unavailing,  the  units  are 
priced  in  accordance  with  the  prices  known  to  have  pre- 
vailed at  the  dates  of  acquisition. 
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This  inventory  also  serves  as  a basis  for  the  deter- 
mination of  the  March  1,  1913,  values  for  properties 
found  to  have  been  in  existence  as  of  that  date.  The 
difference  between  the  actual  costs  and  the  market  prices 
as  of  March  1,  1913,  less  depreciation,  represents  the 
appreciation  entering  into  March  1,  1913,  values  which 
is  allowable  in  computing  subsequent  depreciation  deduc- 
tions from  taxable  profits. 

The  depreciations  as  of  prior  years,  as  of  March  1, 
1913,  December  31,  1916,  and  the  years  during  which 
the  income  tax  laws  have  been  in  effect  are  determined 
in  accordance  with  the  existing  condition  of  the  prop- 
erties (as  ascertained  through  inspection),  the  expired 
life,  renewals,  and  condition  of  maintenance  (as  evi- 
denced by  the  accounts  and  the  investigation),  and  the 
remaining  expectancy  of  life. 

It  is  evident,  therefore,  that  the  indispensable  requi- 
sites of  such  an  examination  are  not  only  carefully 
trained  investigators,  but  comprehensive  and  authorita- 
tive cost  statistics  covering  the  prices  which  have  pre- 
vailed in  years  past.  No  element  of  appreciation  (or 
of  profit  when  the  unit  was  produced  by  plant  labor) 
may  be  included  in  such  computations,  and  as  a conse- 
quence, the  statistical  data  accumulated,  compiled  and 
actually  used  during  the  past  for  the  preparation  of 
current  appraisals  becomes  essential  in  retrospective 
work. 

After  the  inventory  of  property  units  has  been  priced 
and  depreciated  in  this  manner,  it  is  itemized  and  sum- 
marized chronologically  by  years  and  by  types  of  prop- 
erty, thus  reducing  the  mathematical  calculations  for  the 
determination  of  the  property  prices  to  individual  prop- 
erty units.  The  costs  as  shown  by  the  accounts  are  com- 
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pared  with  known  market  prices  of  such  units  at  the 
date  of  acquisition  to  insure  the  correctness  of  the  com- 
parison with  book  costs  and  the  recorded  dates  of  acqui- 
sition, thus  reducing  to  a minimum  the  opportunity  for 
error. 

The  results  of  this  detailed  procedure  serve  to 
bring  the  plant  accounts  in  harmony  with  the  actual 
facts  as  evidenced  by  the  properties  themselves,  furnish 
the  necessary  corrections  in  prior  accounting  practice, 
and  serve  as  a basis  for  the  maintenance  of  the  plant 
and  depreciation  reserve  accounts  in  the  future. 


Article  19,  Regulations  37  Revised: 
Where  expert  appraisers  are  to  be  em- 
ployed, care  should  be  taken  to  see  that 
they  are  men  of  recognized  competence 
with  respect  to  the  particular  class  of  prop- 
erty involved.  In  order  to  facilitate  the 
acceptance  of  the  appraisal,  appraisers 
should  be  employed  whose  competence  is 
well  established. 
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